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THE  FEDERAL  SAVINGS  AND  LOAN  INSURANCE 
CORPORATION  RECAPITALIZATION  ACT  OF  1987 


TUESDAY,  MARCH  3, 1987 

House  of  Representatives,  Subcommittee  on  Financial 
Institutions  Supervision,  Regulation  and 
Insurance,  Committeb  on  Banking,  Finance 
AND  Urban  Affairs, 

Washington,  DC. 

The  Bubcommittee  met  at  10  a.m.  in  room  2128  of  the  Raybum 
House  Office  Building,  Hon.  Femand  J.  St  Germain  (chairman  of 
the  subcommittee)  presiding. 

Present:  Chairman  St  Germain,  Representatives  Hubbard,  Bar- 
nard, LaFalce,  Vento,  Roemer,  Kaptur,  Gonzalez,  Morrison,  Erd- 
reich.  Carper,  Torres,  Kleczka,  Patterson,  McMillen,  Price,  Kenne- 
dy, Wylie,  Leach,  McKinney,  Shumway,  Wortley,  Dreier,  Parris, 
Roukema,  Bereuter,  Bartlett,  Roth,  Hiler,  McCandlesa  and  Saxton. 

Chairman  St  Germain.  I^e  subcommittee  will  come  to  order. 
This  morning,  we  continue  hearings  on  plans  to  recapitalize  the 
Federal  Savings  and  Loan  Insurance  Corporation. 

As  this  committee  in  the  House  stated  in  the  last  Congress,  the 
FSLIC  fund  must  be  replenished.  It  is  important  that  the  savings 
find  loan  regulatory  structure  have  flexibility  in  deeding  with  ailing 
institutions.  And  it  is  equally  important  that  we  maintain  the  con- 
fldence  of  the  millions  of  depositors  nationwide. 

When  we  opened  these  hearings  January  21,  I  stated,  and  I  quote: 

"If  the  plan  does  become  law,  the  Congress  should  be  sure  it 
maintains  tight  and  ongoing  oversight  to  make  certain  that  the 
word  'flexible'  does  not  become  synonymous  with  arbitrary,  capri- 
cious or  wasteful." 

I  reemphasize  that  position  this  morning.  We  need  a  regulatory 
£md  insurance  structure  properly  funded  and  infused  with  a  heavy 
dose  of  common  sense.  It  is  possible  to  protect  the  FSLIC  fund  and 
nurture  this  industry  back  to  health  without  regulatory  chaos. 

Plain,  every  day,  garden  variety  common  sense  will  do  wonders. 
Much  talk  is  centered  around  an  ill-defined  term,  "forbearance". 
Essentially,  what  is  being  eisked  is  that  there  be  a  regulatory  policy 
which  allows  otherwise  healthy  savings  and  loans  to  survive  de- 
spite sharp  downturns  in  areas  such  as  Texas  and  the  agricultural 
communities. 

But,  we  cannot  let  forbearance  stretch  to  protect  the  misman- 
aged or  terminal  cases  that  would  only  serve  to  further  drain  the 
reiJC  fund.  Forbearance  must  be  designed  to  help  the  well-man- 
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aged  Institution  temporarily  on  hard  times.  It  must  not  be  forgive- 
ness for  the  speculators,  the  high  flyers,  and  the  fast  buck  artists. 

There  is  also  much  support  for  reducing  the  size  of  the  adminis- 
tration plan  or  at  least  requiring  a  periodic  review  by  the  Congress 
before  the  entire  sum  becomes  available  to  FSLIC — the  Bo-c^led 
short-leash  approach. 

This  and  other  suggested  modifications  must  be  acceptable  in  the 
marketplace.  The  entire  plan  rests  on  the  ability  to  sell  bonds  and 
we  must  keep  that  in  mind  as  we  consider  changes  in  the  struc- 
ture. We  must  have  a  workable  plan  and  one  which  can  raise  funds 
in  the  market  at  the  least  possible  cost. 

I  hope  we  can  obtain  answers  to  the  key  questions  during  these 
hearings.  We  need  a  viable  FSLIC  recapitalization  plan  in  place  in 
a  timely  fashion. 

The  chair  now  recognizes  our  ranking  minority  Leader,  Mr. 
Wylie. 

Mr.  Wylie.  Thank  you  very  much,  Mr.  Chairman.  I,  too,  would 
like  to  welcome  our  distinguished  panel  this  morning.  And,  in  view 
of  the  events  of  the  past  weeks,  I  know  we're  going  to  have  a  lot  of 
important  questions  for  you. 

As  the  Washington  Post  stated  in  an  editorial  last  week: 

"Of  all  the  financial  reforms  that  Congress  needs  to  take  up,  the 
most  urgent  is  refinancing  FSLIC.  If  it  wasn't  clear  to  some  last 
year,  it  certainly  must  be  obvious  by  now  that  FSLIC  recap  is  of 
pareunount  importance." 

The  press  reports  last  week  that  the  GAO  has  decided  that 
FSLIC  must  write  off  $6.5  billion  in  expected  losses,  leaving  FSLIC 
with  a  balance  sheet  $3.8  billion  in  the  red  for  1986,  underscores 
the  urgency  of  needed  action.  And  I  should  note  that  Mr.  Wolf 
from  the  GAO  will  testify  this  morning  that  GAO  heis  now  deter- 
mined that  FSLIC  needs  to  establish  a  contingent  liability  in  the 
range  of  $8  billion  to  handle  cases  that  will  require  action  in  the 
near  future. 

As  one  who  lived  through  a  very  serious  crisis  involving  private- 
ly-insured thrifts  in  Ohio,  in  1985,  I,  for  one,  can  say  that  I  don't 
want  to  see  that  experience  repeated.  And  I'm  sure  my  colleagues 
from  Ohio  and  Maryland  will  agree  with  me.  The  need  to  act  now 
to  preserve  public  confidence  in  our  Nation's  thrifts  is  critical. 

We  cannot  allow  a  small  minority  of  troubled  institutions  to  jeop- 
ardize the  overwhelming  majority  of  S&L's  which  are  strong  and 
vital  providers  of  housing  credit  to  millions  of  American  consimi- 
ers.  Since  last  October,  a  number  of  questions  have  been  raised 
concerning  the  scope  of  recapitalization  as  well  as  FSLIC's  capabili- 
ties of  effectively  managing  a  large  infusion  of  funds. 

Questions  have  also  been  raised  concerning  Bank  Board  regula- 
tory and  supervisory  policies.  I  am  hopeful  that  this  second  round 
of  hearings  this  year  will  enable  us  to  resolve  these  concerns  and 
act  on  this  critical  legislation. 

I  am  particularly  interested  in  learning  from  our  witnesses  this 
morning  their  views  on  the  policy  statement  on  forbearance  issued 
by  the  Bank  Board  last  week.  That  policy  closely  parallels  policies 
adopted  by  the  bank  regulators  last  spring. 
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Is  this  an  appropriate  response  to  the  concerns  of  some  thrifts 
that  FSLIC  recap  may  lead  to  the  precipitous  closing  of  many  insti- 
tutions? 

These  and  many  other  questions  will  be  of  interest  to  me.  And, 
again,  welcome  to  our  witnesses  this  morning. 

Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  The  chair  recognizes  Mr.  Barnard  for  a 
unanimous  consent  request. 

Mr.  Barnard.  I  ask  unanimous  consent  that  my  opening  state- 
ment be  included  in  the  record. 

Chairmem  St  Germain,  b  there  objection? 

[No  response.] 

Chairman  St  Germain.  The  chair  hears  none.  Without  objection. 

[The  opening  statement  of  Mr.  Barnard  can  be  found  in  the  ap- 
pendix.] 

Chairman  St  Germain.  Does  anyone  else  seek  to  be  recognized  at 
this  point,  prior  to  my  calling  upon  the  witnesses? 

Mr.  Bahtlett.  Yes, 

Chairman  St  Germain.  Mr.  Bartlett. 

Mr.  Bartlett.  Thank  you,  Mr.  Chairman.  And  I'd  offer  just  a 
couple  of  brief  comments  in  preparation  for  this  hearing,  and  my 
compliments  to  the  chairman  for  the  scope  and  the  depth  and  the 
breadth  of  the  witnesses  that  he's  invited  here  today  and  for  this 
week  of  the  hearings. 

A  couple  of  comments.  First  of  all,  I  think  it's  important  that  we 
all  remind  ourselves  that  nothing  in  either  this  legislation  or  other 
so-called  forbearance  or  reform  legislation  would  be  designed  to 
save  those  institutions  that  are  so  deeply  insolvent  that  they  both 
can't  and  shouldn't  be  saved  or  kept  open. 

In  fact,  what  I  hope  to  have  happen,  it  appears  that  it  is  ban- 
ning to  happen,  is  a  combination  of  legislation  including  a  combi- 
nation of  the  recapitalization  of  the  FSLIC  with  some  basic  regula- 
tory reforms,  so  that  those  institutions  that  are  so  deeply  insolvent 
that  they  ought  to  be,  and  have  to  be  closed  for  the  system  will  be 
in  sm  orderly  fashion. 

But,  those  others — and  that's  the  migority — that  will  be  allowed 
to  and  provided  a  regulatory  framework  to  work  their  way  out  of 
the  problems. 

And,  second,  Mr.  Chairman,  even  though  the  witnesses  on  the 
first  panel  here  today  are  all  from  Texas,  I  think  it's  important  to 
remind  ourselves  that  this  is  not  a  Texas  problem,  or  a  problem 
only  in  one  section  of  the  country. 

Indeed,  the  U.S.  League  has  testified  that  there  are  at  least  12 
States  in  similar  circumstances,  perhaps  not  as  celebrated,  but, 
nevertheless,  the  deep  economic  decline;  and  that  it  is  a  national 
problem  in  that  the  Federal  Deposit  Insurance  of  FSLIC  applies  to 
deptffiitors  all  over  this  country.  And  this  Congress,  I  think,  is  on 
tiie  road  towards  making  certain  that  we  insure  depositors  in  Con- 
necticut as  well  as  in  Texas  and  Kentucky,  as  well  as  in  California. 

A  great  deal  I  think  has  changed  in  the  sense  of  all  sides  seem  to 
be  coming  toward  the  conclusion  that  some  type  of  forbearance  and 
reform  l^islation  is  required  to  be  included  in  the  recapitalization 
effort. 
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The  Federal  Home  Loan  Bank  Board  has  indicated  their  own 
packf^  of  proposals  last  week,  which  I  welcome.  And  the  Treasury 
has  indicated  their  support  for  some  of  the  proposals  in  H.R.  1063, 

So  I  think  great  progress  has  been  made.  And  I  look  forward  to 
the  hearing  today  and  this  week,  and  then  to  work  with  the  chair- 
man eind  other  Members  of  the  committee  to  refine  the  legislation 
and  to  move  to  a  timely  markup  and  put  the  legislation  on  a  fast 
track. 

I  thank  the  chairman  for  the  time. 

Chairman  St  Germain.  The  chair  wishes  to  assure  the  gentle- 
man from  Texas  that  those  of  us  who  were  the  original  13  States 
have  indeed  accepted  Texas  into  the  Union,  wholeheartedly. 
[Laughter.] 

There  being  no  further  opening  statements,  we  will  now  proceed 
to  our  third  panel,  comprised  of  L.  Linton  Bowman  III,  who  is  Com- 
missioner of  Texas  Savings  and  Loan  Department,  from  Austin, 
TX,  and  not  an  unfamiliar  witness  before  this  subcommittee;  Mr. 
Walter  McAllister— are  you  the  third  as  well? 

Mr.  McAllister.  Yes. 

Chairman  St  Germain.  My  gracious.  [Laughter.] 

President  of  Texas — I  didn't  know  Texas  was  in  the  Union  that 
long.  [Laughter.] 

Texas  Savings  and  Loan  League,  and  chairman  of  the  Forbear- 
ance Committee  of  the  U.S.  League  of  Savings  Institutions. 

Mr.  Roy  Green,  President,  Federal  Home  Loan  Bank  Board  of 
Dallas,  Dallas/Fort  Worth,  TX,  also  a  gentleman  who  has  testified 
before  us  on  numerous  occasions  in  his  former  life. 

And,  H.  Joe  Selby,  Director,  Regulatory  Affairs,  Supervisory 
^ent.  Federal  Home  Loan  Bank  of  Dallas,  Dallas/Fort  Worth,  TX. 

Is  this  the  first  time  you've  come  before  us  with  your  new  hat? 

Mr.  Selbv.  Yes,  it  is,  Mr.  Chairman. 

Chairman  St  Germain.  No  longer  the  Comptroller's  hat? 

Mr.  Selby.  That's  correct. 

Chairman  St  Germain.  By  golly.  Mr.  Barnard  says  the  hair  stays 
the  same  color.  [Laughter.] 

Mr.  Selby.  It  may  fall  out.  [Laughter.] 

Chairman  St  Germain.  Our  first  witness  will  be  Mr.  Bowman. 
We  will  put  your  entire  statement  in  the  record,  and  you  may  pro- 
ceed. 

STATEMENT  OF  L.  LINTON  BOWMAN,  III,  COMMISSIONER,  TEXAS 
SAVINGS  AND  LOAN  DEPARTMENT,  AUSTIN.  TX 

Mr.  Bowman.  Thank  you,  Mr.  Chairman.  For  the  record,  my 
name  is  L.L.  Bowman.  I'm  Commissioner  of  the  Texas  Savings  and 
Loan  Department.  I  appreciate  the  opportunity  to  appear  before 
yourself  and  the  Members  of  the  subcommittee,  particularly  speak- 
ing on  H.R.  27,  the  chairmam's  bill,  entitled  Federal  Savings  Loan 
Insurance  Corporation  Recapitalization  Act  of  1987;  and  on  H.R. 
1063,  introduced  by  Mr.  Bartlett,  with  three  co-sponsors,  entitled 
"The  Thrift  Forbearance  and  Supervisory  Reform  Act. 

My  comments  in  regard  to  H.R.  27  will  be  general,  and  then  I 
will  have  more  speciflc  comments  in  regard  to  H.R.  1063. 
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And  with  the  committee's  indulgence,  I  will  paraphrase  my  text 
in  the  interest  of  brevity. 

First,  let  me  say  I  am  in  full  support  of  efforts  to  recapitalize  the 
insurance  fund  administered  by  FSLIC.  The  form  of  recapitaliza- 
tion and  the  amount  of  recapitalization  is  certainly  important,  but 
I  do  not  view  it  a  my  role  as  a  State  r^ulator  to  try  to  influence 
those  issues. 

Obviously,  the  FSLIC  must  be  recapitalized  in  the  very  near 
future  if  the  extensive  problems  facing  the  savings  and  loan  indus- 
try nationwide  are  to  be  dealt  with  effectively. 

One  specific  concern  I  would  like  to  express  in  regard  to  H.R.  27 
is  with  respect  to  section  7,  which  apparently  makes  the  Federal 
Asset  Disposition  Association  subject  to  certain  audit  reporting  and 
open  meeting  requirements  under  Federal  law. 

My  concern  is  that  such  provisions  might  operate  to  seriously 
hamper  the  effectiveness  of  FADA  in  dealing  in  a  businesslike 
fashion  with  the  extensive  real  estate  holdings  which  it  now  has  or 
is  likely  to  have  in  the  future. 

Makmg  FADA's  operations  and  records  subject  to  public  disclo- 
sure would,  in  my  opinion,  tend  to  undermine  their  ability  to  effec- 
tively negotiate  the  best  business  result  with  r^ard  to  specific 
assets. 

Regarding  Mr.  Bartlett's  bill,  I  am  in  favor  of  the  forbearance 
measures  contained  in  section  2  of  the  bill.  Amortization  of  loan 
losses,  the  use  of  generally-accepted  accounting  principles  in  ac- 
counting for  problem  loans  and  restructured  loans,  and  the  use  of 
general  reserve  accounts  which  are  not  charged  against  the  Asso- 
ciation's net  worth  are  reasonable  and  worthwhile  approaches  to 
certain  problems  facing  our  industry. 

The  forbearance  provisions  of  Mr.  Bartlett's  bill  generally  paral- 
lel those  measures  recommended  by  the  subcommittee  on  regional 
problems  of  the  U.S.  League  of  Savings  Institutions  "Task  Force  on 
FSLIC  Issues,  which  was  chaired  by  Mr.  McAllister,  on  this  panel 
today,  and  I  also  served  on  that  subcommittee.  And  I  support  its 
recommendations,  which  Mr.  Bartlett's  bill  seeks  to  implement. 

I  agree  that  loan  losses  or  prospective  loan  losses  which  are  the 
result  of  misconduct  by  an  institution  or  its  maneigement  should 
perhaps  not  be  subject  to  amortization. 

But  I  would  submit  to  the  subcommittee  that  it  consider  the  pos- 
sibility of  dealing  with  projects  rather  than  institutions  in  determ- 
ing  its  forbearance;  because  an  institution  which  has  been  abused 
by  an  entrepreneur  will  have  projects  in  its  portfolio  which  are 
worthy  and,  in  my  opinion,  deserve  forbearance  because,  if  for  no 
other  reason  than  because  of  the  influence  they  will  have  on  sur- 
rounding properties. 

The  fact  that  a  particular  project  happens  to  be  in  a  blighted 
area,  but  came  from  an  association  that  was  abused  by  entrepre- 
neurs should  not  work  against  that  project  being  given  at  least  con- 
sideration for  forbearance,  because,  in  my  opinion,  otherwise,  you 
will  blight  an  entire  area  because  of  the  decision  to  handle  one 
project  at  a  time. 

And  on  the  other  side  of  the  coin,  the  recommendation  is  made 
that  associations  which  are  out  of  the  State  of  Texas,  which  are  out 
of  the  blighted  areas,  but  have  a  substantial  percentage  of  their 
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portfolio  involved  in  these  project  areas,  should  be  greinted  forbear- 
ance. 

Again,  I  would  ask  the  subcommittee  to  please  consider  on  a 
project  by  project  haaia. 

Because,  if  an  Association  in  New  York  State  has  one  project  in 
South  Houston  that  is  blighted,  that  is  not  a  substantial  percentage 
of  its  assets  but,  nevertheless,  that  project  still  deserves  consider- 
ation for  forbearance,  in  my  opinion. 

In  regard  to  section  3  of  the  bill,  entitled  Improvements  in  the 
Supervisory  Process,  the  review  provision  seems  reasonable.  And  I 
have  long  been  concerned  about  the  appeu'ent  lack  of  an  adequate 
appeal  remedy  for  an  institution  under  the  classification  of  assets 
rule. 

I  also  support  the  provision  of  the  bill  which  allows  flexibility  in 
classifying  loans  and  analyzii^  financial  capability  of  borrowers,  as 
well  as  waiver  of  approvEil  requirements. 

I  strongly  favor  the  provision  for  allowing  flexibility  in  requlrii^ 
reapprEusals  of  property  acquired  particularly  through  foreclosure. 

I  do  not  intend  to  require  institutions  under  my  jurisdiction  to 
reappraise  every  piece  of  foreclosed  real  estate  under  State  regula- 
tions. 

It  seems  to  me  that  under  the  current  economic  conditions,  such 
reapprfiisals  are  counterproductive  and  are  causing  undue  financial 
and  regulatory  burdens  to  the  institutions  we  regulate. 

I  am  also  in  support  of  the  provisions  in  regard  to  removing 
FSLIC  from  budgetary  and  personnel  constrednts.  I  believe  FSLIC 
needs  the  ability  to  recruit  top  quality  personnel,  especially  at  the 
executive  director  and  senior  staJFf  levels  with  the  expertise  needed 
to  administer  new  funds  properly. 

There  has  been  extensive  turnover  in  the  senior  staff  levels  in 
the  past  3  years  at  FSLIC.  As  a  matter  of  fact,  the  present  acting 
Director  of  FSLIC  has  just  accepted  a  position  as  President  of  the 
Des  Moines  Federal  Home  Loan  Bank. 

The  Eigency  needs  the  flexibility  emd  independence  to  attract 
high  quality  staff.  And  the  provisions  in  Mr.  Bartlett's  bill  to  ac- 
complish this  are  very  necessary. 

Finally,  I  strongly  favor  the  provisions  in  section  5  of  the  bill 
with  regard  to  studyii^  the  feasibility  of  establishing  asset  acquisi- 
tion corporations.  A  similfu*  idea  to  establish  such  corporation  in 
the  State  of  Texas  was  subjected  to  several  meetings  around  the 
State  2  years  ago,  when  we  brought  this  proposed  to  the  Federal 
Home  Loein  Bank. 

Unfortunately,  their  unwillingness  to  indemnify  directors  of  that 
corporation  entered  it  into  demise. 

Finally,  I  wish  to  advise  the  subcommittee  and  the  media  that 
contrary  to  certain  impressions  which  have  been  created  by  recent 
covertige  of  certain  savings  and  loans  events  in  Texas,  I  and  my  de- 
partment staff  enjoy  good  workii^  relations  with  Mr.  Green  and 
the  FederEil  Home  Loan  Bank  of  Dallas,  and  the  Federfd  Home 
Loan  Bank  Board  here  in  Washington. 

No  one  should  infer  from  the  fact  that  there  msiy  be  philosophi- 
cal— occasionally  philosophical — disagreements  on  now  to  handle  a 
particular  situation  or  the  timing  of  certain  actions,  that  the  State 
and  Federal  Regulatory  authorities  are  not  cooperating. 
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I  intend  to  continue  a  good  working  relationship  with  our  Feder- 
al counterparts.  I  was  recently  quoted  in  the  Dallas  media  as  being 
"absolutely  against  the  closing  of  even  the  most  insolvent  associa- 
tions in  the  State  of  Texas." 

That  is  a  misquote.  What  I  did  say  was  that: 

"I  will  oppose  the  liquidation  of  the  assets  of  associations  in 
Texas  in  the  present  enviromnent." 

Liquidation  of  assets  and  the  closing  of  an  association,  placing  it 
in  receivorship  or  conservatorship  are  entirely  different  issues,  and 
I  do  not  oppose  those  actions. 

I  believe  we  all  share  the  common  objective  of  tryii^  to  weed  out 
certain  problems  in  the  Stete  and  deal  with  the  realestete  prob- 
lems at  hand  and  seek  to  support  a  safe  and  sound  savings  and 
loan  industry  in  Texas  and  throughout  the  Nation. 

We  face  some  very,  very  difficult  problems  in  the  2  to  3  years 
ahead.  I  look  forward  to  a  working  relationship  with  Mr.  Green 
and  the  Federal  Home  Loan  Bank  of  Dallas,  which  is  good  and  get- 
ting better,  in  dealing  with  these  problems. 

lliank  you  for  your  time  and  attention.  If  I  can  answer  any  ques- 
tions, gentlemen,  I'd  be  happy  to  do  so. 

[The  prepared  statement  of  Mr.  Bowmsm  can  be  found  in  the  ap- 
pendix.] 

Chairman  St  Germain.  Mr.  Bowman,  I  think  that  you  have 
steyed  within  your  time  period,  and  perhaps  it  would  t>e  wise  to 
ask  you  to  elaborate  on  a  point,  and  therefore,  you  m^ht  facilitate 
the  question  and  answer  period. 

Mr.  Bowman.  All  right,  sir. 

Chairman  St  Germain.  You  just  steted  that  you  did  not  oppose 
closing  an  institution  but  rather  what  you  opposed  was  the  liquida- 
tion of  assets  in  the  present  environment.  Am  I  quotii^  you  cor- 
rectly? 

Mr.  Bowman.  Yes,  sir. 

Chairman  St  Germain.  I  don't  want  to  misquote  you,  now. 

Would  you  just  elaborate  a  little  on  what  you  mean  by  the 
"present  environment"  for  us? 

Mr.  Bowman.  All  right,  sir.  The  main  concern  I  have  about  ap- 
praisals earlier  destlt  with  this  same  point.  Projects  in  Texas,  in 
certain  areas  of  Texas,  and  I  won't  be  that  specific,  we  all  know 
where  they  are,  have  little  or  no  market  value,  particularly  com- 
mercial projects.  A  p£u*t  of  the  appreiisal  process  indicates,  dictates, 
as  a  matter  of  fact,  that  this  lack  of  market  value  be  influential  in 
arriving  at  the  appraised  value  of  the  property.  If  that  property  is 
appraised  in  its  market  value  today,  for  example,  a  $14  million 
project  on  South  Padre  Island  was  sold  at  auction  last  week  for  $4 
million.  Eventually,  in  my  opinion,  either  FDIC  or  FSLIC  will 
suffer  the  $10  million  loss  there.  This  is  such  a  hostile  environ- 
ment, and  there  is  so  little  meu-ket  for  most  of  this  product  that  to 
try  to  quantify  losses,  either  through  appraisals  or  otherwise, 
today,  in  Texas,  is  counterproductive,  and  in  my  opinion,  totally 
false. 

We  did  not  allow  our  institutions  to  appraise  their  Eissets  up  in 
the  late  197(^  and  thereby  create  a  massive  net  worth,  nor  should 
we  now  tell  them  to  go  hack  in  in  a  historic  low  and  appraise  those 
projects  down  and  take  the  resulting  loss  in  net  worth.  So  I  think 
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that  liquidation,  liquidation  in  this  marketplace,  which  indicates  a 
fire  8£ile,  if  you  will,  would  be  diBastroua  to  the  economy  in  Texas, 
and  I  think  it  would  have  a  ripple  effect  to  other  associations 
throi:«hout  the  country  that  have  brought  product  in  Texas  over 
the  last  3  or  4  years  during  the  peak  of  the  Sunbelt  mystique. 
There  are  eissociations  today  that  I  am  aware  of  in  the  State  whose 
liquidation  would  result  in  probably  the  failure  of  some  50  institu- 
tions nationwide.  This  is  the  sort  of  thing  we 

Chairman  St  Germain.  Sounds  like  Continental  Illinois  all  over 
i«ain. 

So  you  are  referring  primarily  to  the  economic  environment 
rather  than  to  the  regulatory  environment? 

Mr.  Bowman.  Yes.  Absolutely. 

Chairman  St  Germain.  I  think  that  perhaps  what  we  should  do 
at  this  point  is  have  our  next  witness  be  Mr.  Roy  Green.  In  view  of 
the  fact  that  we  have  Mr.  Bowman,  who  is  the  number  one  regula- 
tor for  the  State  of  Texas,  we  will  have  Mr.  Roy  Green,  who  heads 
up  the  regional  office  of  the  Federal  Home  Loan  Bank  in  Texas,  as 
our  next  witness.  We  will  put  your  entire  statement  in  the  record. 
You  may  be  recognized. 

STATEMENT  OF  ROY  G.  GREEN,  PRESIDENT,  FEDERAL  HOME 
LOAN  BANK  OF  DALLAS,  DALLAS/FT.  WORTH,  TX 

Mr.  Green.  Thank  you  very  much,  Mr.  Cheurman. 

It  is  a  great  pleasure  for  me  to  once  ageiin  appear  before  this 
very  distinguished  panel  on  this  most  important  subject. 

Our  statement  today  will  show  that  there  is  much  to  support  the 
perception  that  a  poor  economy  is  the  basis  problem  with  many 
thrift  institutions  in  the  Ninth  District;  however,  more  must  be 
added  to  the  scenario  to  provide  a  complete  picture.  Specifically, 
there  is  a  relatively  smtill  but  significant  number  of  institutions  in 
our  district  that  have  abused  their  savings  and  loan  charter.  This 
group  was  characterized  by  excessive  growth  into  high  risk  assets 
funded  by  high-cost  liabilities.  Management  in  these  institutions 
generally  had  poor  to  nonexistent  underwriting  practices,  inad- 
equate disbursement  controls  and  serious  shortcomings  in  their 
recordkeeping.  Characteristically,  these  h^h  risk  institutions  have 
failed  at  a  record  rate  and  are  primarily  responsible  for  imposing 
extremely  high  emd  escalating  costs  on  the  FSLIC  and  the  industry. 

It  is  essentially  that  this  group  be  separated  and  defilt  with  dif- 
ferently than  those  institutions  that  have  actually  been  hurt  by  the 
economy.  The  deregulated  environment  made  it  attractive  for 
thrift  institutions  to  find  new  avenues  for  lending  and  investment. 
In  the  Ninth  District,  that  strategy  of  extraordinary  growth  was 
easy  to  puraue.  Many  otherwise  cautious  businesses  failed  to  take 
into  account  that  all  segments  of  the  economy  were  cyclical.  Many 
pursued  activities  in  our  region,  as  if  there  could  be  no  downturn. 
Unfortunately,  it  was  so  attractive  that  some  less  principled  entre- 
preneurs came  in  as  well.  Funds  were  diverted  in  some  cases  into 
their  own  pockets  and  a  disaster  was  left  in  their  wake. 

One,  among  many  suggested  solutions  to  the  solution,  is  to 
simply  provide  time  for  the  economy  to  recover.  It  is  certainly  ac- 
curate that  the  current  economy  of  the  Ninth  District  is  poor.  The 


Digitized  by  Google 


real  estate  mfirltet,  both  commercial  and  residential,  has  been  dras- 
tically impacted  with  values  down  over  30  percent  in  some  areas.  A 
quick  review  of  key  financiEiI  figures  for  the  District  amply  shows 
tliat  a  meyority  of  thrift  institutions  have  been  adversely  affected 
by  the  economic  conditions. 

In  1986,  regulatory  net  worth  declined  51  percent.  Loan  delin- 
quencies increased  by  8.3  billions  of  dollars.  And  the  overall  return 
on  assets  declined  260  basis  points.  A  recent  study  we  conducted  by 
our  economics  department  of  the  bank  segregated  institutions  of 
the  Ninth  District  into  four  distinct  cat^ories.  In  this  study,  58 
percent  of  the  institutions  were  determined  to  be  well-manned 
and  profitable.  Twentyone  percent  of  the  institutions  were  deter- 
mined to  be  well-managed  but  experiencing  problems  related  to  the 
economy.  Twelve  percent  of  the  District  institutions  were  consid- 
ered to  be  troubled  but  with  strong  prospects  of  eventual  recovery. 
Nine  percent,  including  many  of  the  opportunists  mentioned,  are 
considered  to  be  nonviable.  A  major  portion  of  this  segment  in- 
cludes institutions  already  in  the  memagement  consignment  pro- 
gram. 

Over  the  past  2V4  years  we  have  directed  much  effort  to  the  iden- 
tification and  containment  of  problem  situations.  Our  supervisory 
efforts  are  now  shifting  to  retainment  of  viable  institutions  and  a 
'  continuation  of  a  strong  and  prosperous  thrift  industry  in  the 
Ninth  District. 

Mr.  Joe  Selby,  Executive  Vice  President  and  Director  of  Regula- 
tory Affairs  of  the  Bank,  will  now  present  three  cases  from 
which — with  your  concurrence,  Mr.  ChfurmEin,  three  specific  cases 
from  which  specific  references  have  been  removed. 

The  first  two  illustrate  severely  troubled  institutions  in  our  Dis- 
trict. The  third  shows  what  can  be  done  in  working  with  less  trou- 
bled, well-managed  cases  that  have  suffered  from  economic  condi- 
tions. 

[The  prepared  statement  of  Mr.  Green  can  be  found  in  the  ap- 
pendix.] 

STATEMENT  OF  H.  JOE  SELBY,  DIRECTOR,  REGULATORY  AF- 
FAIRS, SUPERVISORY  AGENT,  FEDERAL  HOME  LOAN  BANK  OF 
DALLAS,  DALLAS/FT.  WORTH,  TX 

Mr.  Selby.  Mr.  Chairman,  if  I  might,  I  would  like  to  just  graphi- 
cally go  through  the  three  cases  that  are  in  the  statement  and, 
hopefully,  give  you  some  perspective  of  the  problems  that  we  face 

in  the  Ninth  District 

Chairman  St  Germain.  We  will  put  your  prepared  statement  in 
the  record,  and  you  may  proceed. 

[The  prepared  statement  of  Mr.  Selby  can  be  found  in  the  appen- 
dix.] 
Mr.  Selby.  Thank  you. 
Chairman  St  Germain.  Without  objection. 
Mr.  Selby.  And  perhaps  some  of  the  solutions. 
The  first  association  is  one  that  was  acquired  in  1982  by  an  in- 
vestor-developer. It  was  a  rural  S&L  that  moved  to  a  metropolitan 
area  and  began  a  strategy  of  rapid  growth.  As  you  can  see,  an  an- 
nualized growth  of  1475  percent  in  the  3  years  from  December  1981 
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throi^h  December  1985.  A  $29  million  association  that  reached  a 
limit  of  $2  billion  through  the  growth.  This  growth  was,  as  Presi- 
dent Green  said,  funded  by  volatile  liabilities,  high  cost  liabilities. 

To  use  the  growth,  the  asset  shift  went  from  the  traditional  low 
risk,  1  to  4  family  mortgage  lending,  to  the  high  risk  ADC  lending. 
Unfortunately,  the  growth  was  underpinned  by  very  poor  under- 
writing standards,  very  serious  deficiencies  in  the  lendii^  policies. 

Chedrman  St  Germain.  For  the  benefit  of  the  Members  of  the 
committee  who  might  have  a  little  problem,  didn't  pass  those  tests 
to  get  in  the  Air  Force  years  ago,  because  of  the  colors,  I  would  ap- 
preciate it  if  you  could  better  explain  what  is  in  the  chart.  I  am 
having  a  problem.  Maybe  no  one  else  is. 

Mr.  Selby.  All  r^ht. 

Chairman  St  Germain.  The  yellow  consists  of  4-family. 

Mr.  SfiLBY.  1  to  4  fiimily. 

Chairmfm  St  Germain.  Would  you  just  walk  us  through  the 
color  chart  here. 

Mr.  Selby.  R^ht.  As  you  see,  in  1981,  the  portfolio  was  primarily 
in  1  to  4  family  mortgages  £md  some  land  development  loans.  At 
the  time  of  the  receivership,  most  of  it  was — the  blue  was  the  resi- 
dential-commercial-condo  lending  development. 

Chairman  St  Germain.  Other  than  1  to  4  family? 

Mr.  Selby.  Office  buildings.  Anything  above  1  to  4  family.  And 
the  green  was  pure  land  development  loans,  purchase  of  land,  hold- 
ing of  land  for  future  development. 

Chairman  St  Germain.  The  yellow  seems  to  be  about  equal  in 
1981,  at  the  time  of  the  receivership.  Am  I  aeeii^  that  properly? 

Mr.  Selby.  That  is  correct.  The  1  to  4  family  traditional  mort- 
g^e  lending  remained  approximately  the  same. 

Chairman  St  Germain.  It  was  a  constant? 

Mr.  Selby.  Yes. 

Chairman  St  Germain.  Thank  you.  All  right. 

Mr.  Selby.  At  the  same  time  as  you  had  the  growth,  you  had  a 
reported  net  worth  that  increased  steadily.  I  might  hasten  to  say, 
net  worth  increases  easily  when  you  are  generating  profits  up  front 
of  the  lending  and  not  collecting  those  profits  at  the  end  of  the 
lending.  I  cell  it  "phony  profits"  or  "self-generated  profits"  during 
the  period  of  time. 

The  supervisory  history  was  that  basically  after  the  acquisition, 
we  quickly  saw,  through  the  examination  process,  unsafe  and  un- 
sound practices,  violations  of  r^ulations.  Early  in  1984,  we  did 
place  a  cease  and  desist  on  the  institution.  We  continued  to  exam- 
ine and  continued  to  see  deterioration  in  the  assets  and  recom- 
mended several  things  that  culminated  finally  in  early  1984  or 
1986  in  asking  the  board  of  directors  of  the  institution  to  sign  a 
consent  merger  agreement  with  the  Federal  Home  Loan  Bamk  of 
Dallas  for  FSLIC. 

The  board  of  directors  refused  to  sign  the  consent  merger,  which 
basically  gave  FSLIC  the  right  to  try  to  sell  the  institution  or  try  to 
resolve  its  problems  through  recapitalization  or  sale.  The  Board  re- 
fused to  sign  it.  We  again  went — we  were  in  the  process  of  examin- 
ing. We  tried  again  in  early  September.  They  ageiin  refused  to  sign 
the  consent  mei^er.  The  total  insolvency  weis  so  clear  that  then  we 
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placed  it  into  receivership  with  FSLIC  at  the  end  of  September 
1986. 

The  end  result  of  this  lesson,  I  guess,  is,  first  of  all,  from  those 
very  same  profits  that  were  generated  during  the  couple  of  years 
that  the  institution  was  financing  up  front  these  and  interest  fees. 

The  total  known  compensation  to  date,  Eilthough  it  is  not  a  real 
sure  figure,  but  this  is  as  best  as  we've  gotten  so  far,  compensation 
in  dividends  paying  to  the  debt  owner  during  that  period  was  in 
excess  of  $3  million.  The  results  of  the  strategy  of  rapid  growth  and 
investment  in  high  risk  assets,  where  you  have  the  accumulation  of 
bad  assets  in  the  portfolio  representing  approximately  50  percent 
of  the  loan  portfolio  are  in  delinquent,  repossessed  or  foreclosed 
loans. 

Loan  losses  to  date  in  the  institution  are  $350  million.  Probably 
will  be  more,  the  costs  translating  directly  to  FSLIC  and  to  the  in- 
surance fund  for  this  £issociation. 

I  might  say  that  we  were  sued  on  this  case,  questioning  our  au- 
thority to  place  it  into  receivership  due  to  insolvency,  and  the  Dis- 
trict Court,  a  couple  of  weeks  ago,  ruled  that  FSLIC  and  the  Feder- 
al Home  Loan  Bank  Board,  indeed,  had  the  authority  under  the 
stotute,  to  put  it  into  receivership  because  of  the  dissipation  of 
assets,  as  a  result  of  unsafe  and  unsound  practices  and  violations  of 
the  law. 

The  second  case  is  similar.  It  was  also  acquired  in  1982  by  an  in- 
vestor-realtor, also  a  rurfil  S&L  that  moved  te  a  metropolitan  area. 
Its  growth  was  similar.  1627  percent  annualized  growth  over  the 

reriod.  An  association  sterted  out  at  $78  million,  that  increased  to 
1.3  billion  in  that  3-year  period.  Again,  growth  funded  by  volatile 
and  high-cost  liabilities.  30  percent  of  the  liabilities  were  in  broker 
deposits.  The  rest  were  in  jumbo  CDs. 

Again,  the  asset  shift  was  from  the  low  risk,  famUy  mortgage 
lending  to  ADC  lending.  Again,  the  yellow,  as  vou  can  see  in  this 
case,  Mr.  Chairman,  the  institution  was  primarily  a  home  lender  in 
1982  on  1  to  4  family,  with  the  yellow  predominant,  moving  to  the 
end  of  1986,  the  majority  was  in  the  residenti£j-commercial  lend- 
ing, and  a  substantial  amount  in  the  green  was  in  land  holding  and 
development,  and  as  you  see,  the  traditional  mortgeige  portfolio  hiid 
shrunk  considerably  to  a  much  lesser  amount. 

This  institution  also  had  an  innovative  way,  I  guess  to  generate 
income.  They  financed  all  closing  costs  and  fees  up  front.  They  fi- 
nanced almost  the  whole  purchase  price  of  land.  And  land,  basical- 
ly, was  sold  three  or  four  times  in  a  6-month  period  with  prices 
going  up,  and  they  also  generally  financed  the  future  interest  costs 
on  t^e  loan  from  anjrwhere  from  3  to  5  years,  all  of  those  costs 
being  carried  on  the  books  of  the  association  up  front  and  the 
income,  obviously,  being  generated  for  the  association  up  front 
during  the  early  years. 

The  net  worth,  as  a  result  of  that,  showed  an  increase  up  untU 
the  time  that  losses  were  discovered.  Again,  in  this  supervisory  his- 
tory, the  association  was  not  subject  to  any  concerns  at  the  time  of 
acquisition,  but  then  post-acquisition  examinations  resulted  in  our 
finding  significant  violations  of  regulations,  basically,  unsafe  £uid 
unsound  practices.  L^iding  deficiencies,  again,  poor  underwriting 
standards  that  led  to  the  accumulation  of  assets  and  losses.  And  w« 


Digitized  by  Google 


12 

have  gone  all  the  way  in  our  process  from  supervisory  agreements 
from  a  cease  and  desist  to  a  consent  merger  agreement  that  was 
executed  by  the  Board  late  in  1986. 

The  association  also  executed  supervisory  agreement  with  Mr, 
Bowman's  department  in  1986,  and  there  has  been  a  State  agent  in 
the  association  since  that  time. 

Chairman  St  Germain.  Am  I  reading  this  correctly?  What  was 
the  highest  net  worth  for  Association  B? 

Mr.  Sklby.  Net  worth  got  up  to,  what,  $60  million,  $70  million. 

Chairman  St  Germain.  And  that  was  in  198 

Mr.  Selby.  That  was  the  end  of  1985. 

Chairman  St  Germain.  And  on  December  31,  1986? 

Mr.  Selby.  In  1986,  the  association  reported,  at  the  end  of  1986,  a 
negative  net  worth  of  $350  million. 

Chairman  St  Germain.  It  went  from  a  positive  of  a  little  under 
80  to  a  negative  of  350? 

Mr.  Selby.  That  is  correct.  As  a  result  of,  basically,  $60  million 
or  $70  million  in  operating  losses  for  the  year  of  1986  and  the  re- 
quirement to  reserve  against  loan  losses  of  something  like  $340  mil- 
lion in  that  same  period. 

That  was  part  of  the  result  on  the  next.  In  this  one,  we  have 
found  that  total  known  compensation  and  dividends  paid  to  the 
shareholder  during  this  period  exceeded  $8  million.  The  association 
also  used,  freely,  a  lot  of  noneaming  assets  of  the  association, 
luxury  automobiles,  a  hunting  club,  a  yacht,  five  airplanes  and 
pilots,  three  beach  houses,  through  this  association. 

As  you  can  see,  the  accumulation  of  bad  assets  that  led  to  the 
losses,  some  $900  million,  representing  67  percent  of  the  total  port- 
folio being  delinquent  60  days  or  more,  foreclosed  or  repossessed, 
and  the  losses  up  to  now  of  $300  million,  as  I  described. 

The  third  association  is  one  that  is  similar.  Acquired  also  in  1982 
by  a  single  investor.  Also  formulated  a  growth  strategy;  however, 
in  this  case,  the  growth  was  not  a  phenomenal  upswing  as  in  the 
other  two.  This  was  a  steady  growth.  It  was  a  controlled  growth, 
and  it  was  a  maneiged  growth.  Basically,  this  institution  went  from 
$80  million  to  $225  million  in  that  period  of  time.  Again,  the  asset 
strategy  changed,  but  not  as  dreunatically  as  the  other.  As  you  can 
see,  the  traditional  mortgages,  the  yellow,  the  1  to  4  family  lend- 
ing, remained  approximately  the  same.  A  large  portfolio  on  that, 
and  then  the  investments  in  ADC  lending  and  land  loans  also  in- 
creased. 

The  net  worth  grew  steadily  but  declined  at  the  end  of  1986,  due 
to  operating  losses  the  association  sustained  because  of  their  level 
of  nonperforming  assets  in  the  portfolio,  which  was  only  27  percent 
compared  to  the  60  and  70  percent  in  the  other  instances. 

It  is  interesting  in  this  case  that  the  association  had  an  inde- 
pendent review  of  their  portfolio  done  by  a  consultant  who  issued  a 
report  which  showed  that  the  collateral  of  the  loans  secured  by  col- 
lateral in  this  institution  were  far  superior  to  most  that  they  had 
seen  in  the  State  of  Texas,  and  indeed,  that  the  values  supfwrting 
this  loan  portfolio  were  more  likely  to  recover  than  any  of  the 
nthfir  two  cases  that  I  described. 
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I'd  also  aay  that  in  our  examiDation  of  this  institution,  we  did 
use  the  asset  classification.  We  did  end  up  with  a  heavily  classified 
association  because  of  the  condition  of  the  portfolio. 

But  because  of  the  value  of  the  collatereu  as  we  saw  in  the  future 
and  the  ability  of  management  and  the  control  policies  that  the^ 
utilized,  we  have  not  at  the  Dallas  Beink  required  substantive  wri- 
tedowns on  those  assets,  even  under  the  asset  classification  s^t^m. 

If  that  is  a  form  of  forbearance,  that  is  what  we  are  doing  m  this 
institution.  We  are  forbearing  because  of  our  confidence  in  man- 
agement. 

Contrary  to  the  other  two  associations,  they  have  not  subjected 
large  withdraweils  in  the  form  of  compensation  or  dividends  from 
the  association.  As  a  matter  of  fact,  management  voluntarily 
ceased  dividends  at  the  end  of  1985,  when  they  assessed  their  own 
portfolio  and  decided  that  they  had  problems  that  did  not  justify 
the  continuance  of  dividends. 

We  have  had  successful  meetings  with  the  management  and  own- 
ership of  this  institution.  They  have  conformed  to  our  supervisory 
agreement  and  are  working  hard  to  come  out  of  their  economic 
problems.  We  feel  very  comfortable  with  their  management;  we 
think  their  situation  is  controllable.  And  I  think  it  is  appropriate 
in  this  instance  that  we,  as  Federal  regulators  on  behalf  of  FSLIC, 
help  this  institution  return  to  viability  over  the  period.  And  we 
think  we  can. 

These  cases,  the  three  cases,  are  not  unique.  We  have  more  of 
them  in  District  9.  Fortunately,  Association  A  and  B  are  in  a  mi- 
nority. But,  as  you  might  suspect,  and  appropriately  so,  they  take 
up  most  of  our  supervisory  time  and  action  in  dealing  with  associa- 
tions like  that. 

We  think  these  cases  are  illustrative  of  our  approach  out  of  the 
Dallas  Bank  to  work  cooperatively  with  the  good  management,  in- 
dividually, give  forbearance  to  associations  where  it  is  appropriate 
and  where  they  deserve  it.  But  also  address  firmly  the  problems  of 
imprudent  and  unsafe  management  of  associations. 

Mr.  Green.  Mr.  Chairman,  much  has  been  done  by  the  Federal 
Home  Loan  Bank  of  Dallas  to  ensure  that  well-managed  institu- 
tions suffering  from  economic  problems  are  given  every  opportuni- 
ty to  recover  and  prosper.  Substantial,  practical  forbearances  have 
already  been  provided. 

For  example,  fully  44  percent  of  the  institutions  in  the  9th  Dis- 
trict are  operating  with  regulatory  capiteil  below  minimum  require- 
ments. Actions  to  address  the  industry's  financial  concerns  have 
also  been  taken  by  the  Federal  Home  Loan  Bcink  Board  in  Wash- 
ington. 

Announcements  were  made  recently  about  changes  in  asset  clas- 
sification, appraisals  and  troubled  debt  restructuring,  as  well  as  a 
formal  forbearance  jralicy  for  well-managed  institutions  that  have 
been  affected  by  economic  problems. 

With  respect  to  recently-introduced  legislation  to  provide  forbear- 
ances to  institutions  located  in  economically  depressed  areets,  we 
fully  endorse  those  measures  that  provide  for  flexibility  in  dealing 
with  the  institutions  located  in  such  areas. 

Indeed,  where  discretion  is  already  provided  for  in  the  current 
regulation,  the  Federal  Home  Loan  Bank  of  Dallas  has  exercised. 
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We  also  endorse  many  of  the  concepts,  including  the  use  of 
GAAP  accounting  and  FASB  15  embodied  in  the  proposed  bill.  We 
favor  the  Bank  Board  undertaking  a  study  of  the  creation  of  an 
asset  acquisition  corporation  to  warehouse  real  estate  assets,  and 
actions  increasing  the  autonomy  of  the  FSLIC. 

We  also  applaud  Congressman  Bartlett's  recognition  of  the  need 
for  limits  to  be  placed  on  commercial  lending,  collateral  require- 
ments on  development  loans,  particularly  the  requirement  that  the 
borrower  have  equity  in  the  project. 

We  do  not  endorse  the  proposed  amortization  of  loan  losses  over 
a  5  to  10-year  period,  principally  because  this  approach  is  inconsist- 
ent with  GAAP  and  we  personally  feel  that  this  move  to  GAAP  is 
very  important  for  this  industry  as  soon  as  is  humanly  possible. 

lliere  s  no  doubt  that  the  challenges  we  face  today  are  serious, 
both  for  the  industry  and  for  the  public  it  serves.  Yet,  the  thrift 
industry  has  earned  and  deserved  the  support  of  the  American 
people  over  the  years. 

We  believe  that  the  Federal  Home  Loan  Bank  System  also  has 
earned  that  trust  and  support.  The  strongest  step  that  can  be 
taken  to  address  the  problems  at  hand  is  the  administration's  plan 
to  recapitalize  the  FSLIC. 

That  plan  is  but  one  example  of  self-help  programs  that  the 
thrift  industry  and  the  Federal  Home  Loan  Bank  System  are  pur- 
suing, and  others  are  contained  in  my  written  statement. 

The  Federal  Home  Loan  Bank  of  Dallas  itself  provides  substan- 
tial support  to  the  industry,  using  the  resources  of  the  bank,  which 
are  of  course  the  resources  of  the  industry. 

As  an  example,  the  Dallas  Bank  has  been  advancing  funds  to  fi- 
nancially troubled  institutions  as  its  lendor  of  last  resort.  In  some 
situations,  loans  have  been  guaranteed  by  the  FSLIC  and,  in  emer- 
gency situations,  our  loans  have  not  been  as  fully  secured  as  in  our 
normal  credit  practices. 

In  taking  some  of  these  special  actions,  we  have  made  decisions 
in  our  credit  and  banking  capacities  that  are  in  the  public's  inter- 
est and,  at  the  same  time,  increase  the  risk  exposure  of  our  organi- 
zation. Yet,  again,  this  is  another  way  that  the  Federal  Home  Loan 
Bank  System  is  able  to  help  the  industry  help  itself. 

Recently,  the  Dallas  Bank  held  a  series  of  six  meetings  to  which 
all  Texas  savings  institutions  were  invited.  During  these  meetings, 
we  distributed  an  annonymous  questionnaire.  Some  of  those  results 
should  be  interesting  to  this  committee. 

When  we  asked  these  institutions'  overall  view  of  the  Federal 
Home  Loan  Bank  of  Dallas  recently  regulatory  efforts,  70  percent 
said  they  believe  that  their  views  and  opinions  received  fair  consid- 
eration by  the  bank,  and  74  percent  indicated  that  they  thought 
the  bank's  regulatory  approach  was  appropriate. 

In  addition,  64  percent  believe  that  the  press  inaccurately  re- 
ports an  industrywide  viewpoint  of  overkill  when,  in  fact,  that  is 
not  the  case. 

Moreover,  when  asked  for  their  single  preference  for  a  regula- 
tory approach  to  the  hopelessly  insolvent  thrifts,  76  percent  said 
that  they  would  favor  a  permanent  solution  such  as  a  financially- 
assisted  sale  or  merger  or  a  liquidation. 
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Sixteen  percent  preferred  a  prc^am  of  granting  forbearanceB, 
and  8  percent  felt  that  a  holding  pattern  approach,  such  as  the 
MCP  Prt^ram,  was  the  desired  solution. 

Support  for  a  recapitalization  measure  was  overwhelming  with 
91  percent  of  our  respondents  favoring  the  need  for  one  of  the  two 
self-help  programs  proposed. 

We  are  particularly  pleased  to  bring  these  items  to  your  atten- 
tion in  this  forum.  The  Federal  Home  Loan  Bfuik  of  Dallas  features 
both  banking  and  r^ulatory  functions.  One  of  our  greatest 
strengths  is  that  both  of  these  functions  are  centered  in  one 
system.  As  a  result,  an  integrated  approach  to  resolving  industry 
concerns  and  problems  can  be  pursued  quickly  and  efHciently. 

The  Federed  Home  Loan  Bank  System  is  truly  a  system  that  pro- 
vides self-help  to  the  thrift  industry.  The  single  most  important 
action  that  Omgresa  of  the  United  States  can  take  at  this  time  is 
to  pass  the  administration  recapitalization  bill.  The  depositors  in 
America's  federsJly-insured  savings  institutions  deserve  rapid  con- 
sideration of  this  measure,  so  that  the  Nation's  thrift  industry  as  a 
whole  will  be  able  to  continue  to  remain  strong  emd  meet  its  con- 
gressionally-mandated  requirements  for  providing  affordable  home 
ownership  and  other  community  services. 

Thank  you,  Mr.  Chairman. 

Chairman  St  Ggbmain.  Mr.  Green,  who'd  you  say  took  that  poll? 

Mr.  Green.  We  did,  Mr.  Chairman.  We  had  a  series  of  six  meet- 
ings. 

Chairman  St  Germain.  Did  you  employ  somebody  to  take  the 
poll,  or  did  you  do  it? 

Mr.  Green.  No,  we  did  it.  We  did  it  ourselves. 

Chairman  St  Germain.  Do  you  feel  that  you're  competent  poll- 
sters? 

Mr.  Green.  Yes,  sir,  we  do. 

Chairman  St  Germain.  Wow.  [Laughter.] 

Mr.  Green.  We  have  many  talents  there,  sir. 

Chairman  St  Germain.  Well,  I  think  that's  reaching  a  little  far. 
Seriously.  I'm  very  serious.  I'm  appalled  that  you  come  up  with  a 
poll  that  you,  yourself,  take  about  yourself 

As  a  matter  of  fact,  you  should  be  very  concerned.  Thirty  per- 
cent— if  you  got  70  percent  that  think  their  views  and  opinions  re- 
ceived fair  consideration  and  so  forth,  that  means  that  30  percent 
think  the  opposite. 

Aren't  you  concerned? 

Mr.  Green.  Well,  Mr.  Chairmim,  we 

Chairman  St  Germain.  They  were  gutey  people  to  tell  you  that. 
We're  not  questioning  yet.  I  just  thought  I  d  mtdce  that  observation. 

Mr.  McAllister,  you  are  here  on  behalf  of  and  as  President  of  the 
Texas  Savings  and  Loan  League,  and  as  Chairman  of  the  Forbear- 
ance Committee  of  the  United  Stetes  League  of  Saving  Institu- 
tiims. 

We'll  put  your  entire  stetement  in  the  record.  You  may  proceed. 
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STATEMENT  OF  W.  W.  MCALLISTER,  IH,  PRESIDENT,  TEXAS  SAV- 
INGS AND  LOAN  LEAGUE;  AND  THE  U.S.  LEAGUE  OF  SAVINGS 
INSTITUTIONS 

Mr.  McAllister.  Mr.  Chairman,  Members  of  the  Committee,  my 
name's  Walter  McAllister,  III.  I'm  Chief  Executive  OflFicer  of  San 
Antonio  Savings  Association,  a  $2.7  billion  institution  hesidquar- 
tered  in  San  Antonio,  TX. 

As  has  been  said,  I  am  here  today  in  my  capacity  as  President  of 
the  Texas  Savings  and  Loan  League,  and  alao  representing  the  U.S. 
League  of  Savings  Associations. 

In  ray  written  statement,  I've  shown  how  depression  conditions 
in  some  £u-eas  of  the  country  are  approaching  levels  we  haven't 
seen  since  the  1930b.  A  direct  fallout  of  these  conditions  is  that  the 
whole  financial  infrastructure  in  those  areas  is  beit^  seriously 
threatened. 

In  this  economic  environment,  the  problems  of  savings  institu- 
tions are  being  compounded  by  the  unrealistic  and  harsh  asset  wri- 
tedown policies  adopted  by  the  Federal  Home  Loan  Bank  Board. 

The  system  of  accounting  for  assets  in  troubled  areas  has  been 
termed  liquidation,  or  "fire-sale"  accounting.  Our  call  for  a  change 
in  attitude  is  not  just  motivated  by  our  desire  to  try  to  give  well- 
managed  institutions  time  to  work  out  of  their  problems;  it  is  also, 
we  believe,  in  the  best  interests  of  the  FSLIC. 

For  this  reason,  our  forbearance  program  is  supported  not  only 
by  those  in  States  with  economic  difficulties,  but  also  by  those  in 
the  industry  located  in  areas  of  the  country  which,  in  general,  do 
not  need  such  forbearance.  They  see  it  eis  a  way  of  lessening  the 
demands  on  the  FSLIC. 

Members  of  the  committee  from  the  Northeast  will  remember 
that  many  of  their  constituent  savings  institutions  were  in  serious 
trouble  in  1981  and  1982.  Because  of  a  stretchout  approach — such 
as  the  use  of  the  Net  Worth  Certificate  Program  at  the  time — not 
only  have  these  institutions  returned  to  robust  health,  but  also  the 
FSLIC  saved  billions  of  dollars  in  the  process. 

These  savings  for  the  FSLIC  have  been  documented  by  the  GAO. 
Indeed,  if  there's  not  a  change  in  the  Bank  Board's  current  atti- 
tude toward  asset  writedowns,  no  amount  of  money  will  solve  the 
FSLIC's  problems. 

How  can  we  solve  these  problems  if  we  assume  that  all  of  these 
properties  have  to  be  disposed  of  in  almost  nonenxistent  markets? 

Undoubtedly,  there  are  institutions  in  States  in  question  that  are 
dead  or  dying  of  self-inflicted  wounds,  and  need  to  be  disposed  of. 

On  the  other  hand,  however,  there  are  also  a  great  many  institu- 
tions now  experiencing  financial  problems  in  these  distressed 
States  that  are  guilty  of  nothing  more  than  failure  to  predict  the 
inherently  unpredictable. 

"They  have  ihe  managerial  resources,  if  they're  given  the  time  to 
use  them  effectively,  to  work  their  way  out  of  their  current  prob- 
lems and  greatly  reduce  the  problem  caseload  and  resolution  costs 
oftheFSUC. 

The  whole  thrust  of  our  forbearance  concept  is  that  the  FSLIC 
should  embark  upon  a  policy  that  consciously  recognizes  its  own 
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self-interest  in  this  r^;ard,  and  focus  its  supervisory  energies  on 
truly  serious  cases. 

The  Bank  Board  should  accommodate  the  need  of  well-run  orga- 
nizations for  r^iilatory  patience  and  support  in  dealing  with 
severe  but  transitional  problems. 

I'm  confident  that  the  human  talent  within  our  examination  and 
supervisory  apparatus  is  such  that  the  job  can  be  done.  Certainly, 
the  job  performed  by  Federal  and  State  regulators  in  Texas  in  ded- 
ing  with  the  effects  of  der^ulation  speaks  very  highly  of  those  offi- 
cii' competence  and  determination. 

Quite  frankly,  in  the  fall  of  1985,  I  was  extremely  upset  about  a 
number  of  things  going  on  in  the  thrift  industry  within  the  Dallas 
Federal  Home  Loan  Bank  District. 

I'm  happy  to  report  that  since  the  gentlemen  on  my  left,  Roy 
Green  and  Joe  Selby,  have  come  on  board,  the^  have  created  a  su- 
pervisory capability  greater  than  has  ever  existed  in  the  Federal 
Home  Loan  Bank  System. 

For  the  past  year  and  a  half,  they've  removed  a  lai^e  number  of 
savings  and  loan  mfinagers,  as  they  ve  demonstrated. 

In  my  opinion,  this  cleanup  process  is  now  approximately  90-95 
percent  complete.  However,  I  do  believe  there  are  fundamental 
problems  with  utilizing  the  existing  r^ulatory  accounting  format 
in  dealii^  with  the  current  economic  downturns. 

Its  empheisis  on  appraised  values  rather  than  generally  accepted 
accountii^  principles  in  establishing  loss  reserves  serves  only  to  ex- 
acerbate existing  problems. 

This  emphasis  forces  lenders  to  evaluate  their  portfolios  as 
though  all  properties  securing  troubled  loans  would  be  instantly 
liquidated  in  the  present  depressed  real  estate  market. 

In  the  real  world,  it  is  unlikely  that  this  kind  of  mass  disposition 
would  actually  take  place,  especially  in  currently  depressed  mar- 
kets such  as  Houston,  since  such  impositions  frequently  prove  liter- 
ally impossible  due  to  the  concentration  of  distressed  properties  in 
the  same  market  segment. 

Additioneilly,  we  are  concerned  that  even  if  such  mass  sales  were 
possible  by  institutions,  many  of  which  have  heaw  problem  asset 
concentrations,  they  run  the  risk  of  sparking  a  sel^fulfiUing  round 
of  further  writedowns  in  which  all  lenders  would  participate  be- 
cause of  an  inability  of  the  market  to  absorb  all  the  properties 
being  auctioned  off  by  the  lenders. 

Another  reason  to  avoid  such  dispositions  is  that  the  holding 
costs  in  insured  depositoiy  institutions  are  less  than  for  developers 
or  other  private  workout  flrme. 

The  accounting  problems  of  our  institutions  in  distressed  areeis 
come  from  an  over-relisuice  on  apprsiisals.  This  puts  us  in  the  ludi- 
crous position  that  we're  almost  unfortunate  that  most  of  our  loans 
are  secured  by  real  property  rather  than  being  unsecured. 

Appraisals  are  an  underwriting  rather  than  accountit^  tech- 
nique. The  over-reliance  on  the  appraisal  model  to  establish  book 
values  recognizes  future  gains  and  loss  in  the  current  period  finan- 
cial statements. 

This  is  a  complete  contradiction  of  the  principles  of  GAAP  ac- 
countii^,  which  recognizes  gains  or  losses  in  the  period  in  which 
they're  incurred. 
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I  might  add  that  GAAP  Eiccounting  is  used  by  all  other  business 
and  financial  institutions  in  the  USA. 

In  my  written  statement,  I've  expleiined  in  detail  the  types  of 
problems  we  have  in  the  accounting  area.  They're  very  complicated 
topics.  And  if  we  have  time  in  the  question  and  answer  period,  I'll 
be  happy  to  field  questions  on  these  issues. 

In  conclusion,  we  welcome  the  statement  on  forbearance  that 
Bank  Board  Chairman  Gray  issued  last  week,  but  we  do  believe 
that  it  has  seversJ  deficiencies.  Indeed,  it  is  obvious  though  that 
the  progress  we  have  made  to  date  in  advancing  the  forbearance 
concept  reflects  in  part  the  increased  awareness  of  a  growing 
number  of  Members  of  Congress,  that  the  funding  legislation  for 
the  FSLIC  should  not  be  enacted  until  the  Board  adopts  em  accept- 
able program  for  dealing  with  the  problems  of  institutions  in  de- 
pressed economic  areas. 

This  approach  will  minimize  FSLIC  outlays.  In  genertil,  we  would 
prefer  that  the  problems  in  this  area  be  dealt  with  at  Uie  regula- 
tory rather  than  at  the  statutory  level. 

However,  if  the  r^ulator  is  not  willing  to  adopt  appropriate  poli- 
cies and  measures,  then  we  believe  it's  necessary  for  the  CongresB 
to  step  in  and  force  the  necessary  changes. 

In  summary,  I  strongly  believe  the  program  to  buy  time  for  well- 
managed  institutions  with  asset  holdings  in  economic  depressed 
areas  goes  hand  in  hand  with  any  funding  program  for  the  FSLIC. 

Congress  should  not  pass  any  funding  legislation  until  it  is  satis- 
fied necessary  forbearance  and  accounting  reforms  are  not  only 
promulgated  but  will  be  adherred  to  by  the  Bank  Board. 

Without  that  eissurance,  we  believe  the  Congress  should  chart 
the  appropriate  course  for  the  Bank  Board  to  follow. 

This  concludes  my  formal  statement. 

Thank  you,  Mr.  Chairman, 

[The  prefmred  statement  of  Mr.  McAllister  can  be  found  in  the 
appendix.] 

Chairman  St  Germain.  Thank  you,  Mr.  McAllister. 

Let  me  see  if  I  understand  you.  You've  got  me  a  tittle  confused. 
Are  you  calling  for  a  statutory  or  a  r^ulatory  reply  to  the  forbear- 
ance problem? 

Mr.  McAllister.  If  we  can  get  a  sufHcient  regulatory  solution  to 
it,  we  would  be  in  favor  to  that. 

There  is  one  issue  which  I  think  needs  to  be  addressed  on  a  stat- 
utory basis,  and  that's  Congress  Bartlett's  request  for  a  five  to  10- 
year  amortization  of  these  losses. 

The  benefit  to  our  institutions  from  a  statutory  approach  would 
be  that  by  havii^  Congress  address  this,  it  might  lessen  the 
chances  that  auditors  of  these  institutions  would  enter  the  phrase- 
ology about  questioning  the  ability  to  be  a  going  business. 

&),  in  that  one  instance,  if  Congress  were  to  address  it,  we  think 
it  would  be  constructive  for  the  industry. 

Chairman  St  Germain.  Mr.  Green,  it's  my  understanding  that 
Rule  4KB)  pertaining  to  real  estate  appraisals  was  first  promulgat- 
ed in  1982. 

Is  that  not  correct? 

Mr.  Green.  That's  my  recollection. 
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Chairman  St  Germain.  But  .  .  .  it's  also,  I'm  told,  a  fact  that  real 
estate  appraisers  were  not  made  aware  of  the  existence  of  Rule 
41(B)  untU  1984. 

And  this  just  comes  to  me  from  staff  discussions,  representatives 
of  that  industry,  you  know,  for  whom  we  have  a  great  deal  of  re- 
spect. 

Now,  as  a  result  of  the  total  lack  of  enforcement  of  41(B),  we  now 
have  Rules  41(0  and  (D).  My  question  is  why  wasn't  41(B),  once 
promulgated,  properly  enforced. 

And  had  that  been  done,  would  we  now  be  in  a  situation  where 
we  wouldn't  need  41(C)  and  (D)?  And  many  of  the  problems  we  now 
face  with  appraisals,  that  are  being  experienced  today,  would  not 
have  occurred. 

Mr.  Green.  Well,  Mr.  C^iairman,  when  R41(B)  came  into  exist- 
ence, it's  my  recollection  that  there  was  a  lot  of  talk  within  the  ap- 
praisal indiuitry  about  this;  a  lot  of  concern  at  that  time. 

And  as  41(C)  was  developed,  the  idea  behind  it,  as  my  recollec- 
tion has  it,  was  to  be  more  explicit  in  explaining  what  the  Bank 
Board  had  in  mind  with  our  R41(B). 

Chairman  St  Germain.  That  took  a  long  time,  didn't  it?  41(B) 
was  written,  adopted  and 

Mr.  Green.  Yes,  sir. 

Chairman  St  Germain.  Espoused  in  1982. 

41(C)  was  issued  a  year  ago.  (Correct? 

Mr.  Green.  That's  approximately  the  timing,  yes,  sir. 

Chairman  St  Germain.  I  think  it's  pretty  close,  isn't  it?  What 
happened  in  between?  Where  was  everybody? 

Mr.  Green.  Well,  I  think,  during  that  period  of  time,  of  course, 
the  Bank  Board  and  appraisals — appraisal  people — were  exchang- 
ing information  about,  you  know,  what  some  of  the  potential 
changes  should  be  made. 

And  I  think  our 

Chairman  St  GsiUifAiN.  Mr.  Green,  because  of  the  limited  time 
we  have,  let's  go  to  the  last  part  of  my  question.  Had  41(B)  been 
promulgated,  been  insisted  upon,  would  it  not  have  diminished  the 
reason  and  the  need  for  41(C)  and  (D)? 

Is  that — I  mean,  is  that  an  improper  sequitur? 

Mr.  Gbeen.  I  think  that  I  could  say  that  had  41(B)  been  used 

Chairman  Sx  Germain.  And  adherred  to. 

Mr.  Green.  And  adhered  to  in  the  industry  in  the  underwriting 
process,  we  probably  would  not  have  some  of  the  problems  that 
we're  facing  today. 

Chairman  St  Germain.  You  wouldn't  see  examples  like  (A)  and 
(B),  would  you? 

Mr.  Green.  That's  correct,  sir. 

Chairman  St  Germain.  They  would  not  have  come  into  being. 

Mr.  Green,  what  was  the  environment  2  years  ago  in  the  indus^ 
try  in  the  area  within  jurisdiction  of  your  regional  office  that 
prompted  action  by  you  smd  the  Federtil  Home  Loan  Bank  Board 
that  resulted  in  management  consignment  program  institutions? 

Mr.  Green.  Mr.  Chairman,  some  2  years  ago,  the  industry  in 
Texas,  and  predominantly  in  our  District,  had  grown  the  3  years 
previously  at  an  average  annual  rate  of  35  percent. 
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If  you  look  at  the  MCP  programs,  which  the  inatitutions  that  are 
now  in  the  MCP  programs,  those  institutions  were  growing  in  that 
same  period  by  an  annualized  rate  of  between  99  and  100  percent 
per  year. 

These  institutions  were  growing  at  this  phenomenal  rate  by 
paying  from  100  to  125  basis  pointe  above  what  commercial  banks 
were  paying,  some  50-75  baisis  points  above  what  some  of  the  more 
conservative  savings  and  loans  were  pajdng,  and  about  50  basis 
points  above  what  nationwide  depositors  were  getting  in  the  sav- 
ings and  loan  industry. 

During  that  same  period  of  time,  banks  across  the  Nation  were 
only  growing  at  a  7.7  percent  annual  rate.  And  in  Texiis,  at  an  U.4 
percent. 

So  what  we  had,  Mr.  Chairman,  was  this  huge  inflow  of  money 
that  was  basically  looking  for  a  home  in  investments,  primarily,  of 
course,  in  Texas,  too.  And  they  were  competing  with  commercial 
banks  who  were  paying  100  to  125,  in  some  cases,  150  basis  points 
less  for  money  for  the  same  investments. 

And  so  it  doesn't  take  any  brilliant  individual,  I  think,  to  con- 
clude that  many  of  the  better  loans  went  to  the  institutions  that 
could  loan  that  money  out  for  less  money,  because  it  was  costing 
them  less,  and  many  of  the  more  marginal  loans — the  ones  that 
would  attract  high  ^es — would  be  housed  within  the  savings  and 
loan  industry. 

So  there  was  an  explosion  of  this  risky  asset  base  that  Mr.  Selby 
mentioned  in  a  situation  that  just  had  to  be  contained  or  the 
system  was  going  to  self-destruct,  in  our  estimation. 

Chairman  St  Germain.  My  time  is  expired. 

Mr.  Wylie. 

Mr.  Wylie.  Thank  you,  Mr.  Chairmim.  I  have  a  question  for  you, 
Mr.  Green,  and  I'd  like  a  response  from  Mr.  Selby  also. 

You  state  on  page  3  that  problems  in  the  9th  Federal  Home  Loan 
Bank  District  are  primarily  the  result  of  deregulation  and  the  eco- 
nomic downturn.  And  you  go  on  to  point  to  actions  in  1980  and 
1982  as  examples  of  deregulation.  And  I  presume  you're  referring 
to  the  Monetary  Control  Act  the  Garn-^  Germain  Act,  both  ac- 
tions taken  by  the  Federal  Government. 

Is  that  right? 

Mr.  Green.  Yes,  sir. 

Mr.  Wyue.  Now,  we've  been  told  that  about  90  percent  of  the 
FSLIC  and  insured  thrifts  in  Texas  are  State  chartered.  Now,  a 
State  charter  may  have  been  more  advantageous  than  a  Federal 
charter  because  Texas,  I  believe,  as  early  as  1981,  took  action  to  de- 
regulate thrift  powers  far  beyond  those  taken  at  the  Federal  level. 

That's  true,  isn't  it? 

Mr.  Green.  Sure. 

Mr.  Wyue.  OK.  Now,  to  what  extent  are  the  thrifts  that  are  in 
trouble  experiencing  those  difficulties  because  they  took  advant^e 
of  those  broader  State  authorized  powers? 

Were  those  thrifts  subject,  in  your  opinion,  to  adequate  supervi- 
sion at  the  Federal  and  State  level?  Two  questions  there,  but 
they're  related, 

Mr.  Green.  Mr.  Wylie,  let  me  say  that,  firat,  as  I  think  you  prob- 
abiy  know,  I  was  extremely  supportive  of  the  der^ulation  of  the 
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thrift  industry,  supportive  of  the  Garn-St  Germain  legislation  that 
broi^ht  those  additional  powers  in. 

However,  we,  in  a  sense,  had  a  problem  where  this  industry  that 
was  locked  in  at  that  particular  time  to  basically  a  single-family 
portfolio  for  the  most  part  found  itself  with  assets  that  were  not 
yielding  sufficient  to  even  pay  the  cost  of  money  at  that  particular 
time. 

And  so  there  was  this  tremendous  rush  to  grow  out  of  their  prob- 
lem. And  so  a  portion  of  this,  unquestionably,  was  because  some  in- 
dividuals within  the  industry  reached  too  far  and  tried  to  grow  too 
fast  and  could  not  keep  up  with  that  growth. 

And  so  part  of  it  was  because  of  an  over-reaching.  Part  of  it  was 
because  of  a  senous  downturn  that  we  had  in  the  economy  in  our 
area  over  the  last  18  months,  which  has  phenomenally  impacted 
vedues  of  real  estate,  even  for  those  people  who  underwrote  their 
loans  very,  very  carefully  and  had  a  reasonable  downpayment. 
Those,  in  addition,  are  being  hurt. 

Mr.  Wyue.  I'm  going  to  ask  Mr.  Selby  to  respond,  but,  ancillary 
to  that,  if  the  Bank  Board's  direct  investment  r^ulation  had  been 
in  effect,  would  that  have  helped?  Or  would  the  institutions  still  be 
in  trouble? 

Mr.  Selby.  Well,  I  think  the  direct  investment  regulation  would 
have  helped.  It  would  have  curtailed  some  of  the  problems  we 
have.  But  a  lot  of  the  problems  are  there  because  of  not  the  direct 
investment  regulation,  but  just  making  poor  manageri£tl  decisions 
under  poor  underwriting. 

On  the  question  of — and  the  statement  clearly  shows  that  the 
economy  is  part  of  it,  but  there  were  other  segments. 

Mr.  Wyue.  How  about  deregulation  of  thrift  powers?  Would  you 
like  to  comment  on  that? 

Mr.  Selby.  The  deregulation.  Well,  I  think  the  statement  says 
that,  in  the  environment  of  deregulation,  that  the  economy  had  a 
profound  effect  upon  the  institutions. 

What  I  was  going  to  say  along  with  the  deregulation  which  ev- 
eryone supported,  including  the  banking  agencies  and  the  thrift  in- 
dustry, I  think,  in  my  perspective  of  just  coming  with  the  thrift  in- 
dustry and  the  question  of  our  abilities,  I  think  the  Federal  Home 
Loan  Bank  Board  has  responded  rather  quickly  to  some  things  that 
needed  to  be  done  probably  earlier  from  the  standpoint  of  supervi- 
sion, regulations,  of  looking  at  these  new  powers  and  how  they  can 
be  supervised  or  regulated  by  the  Federal  Home  Loan  Bank  Boeird. 

I  think  if  we  had  had  the  asset  classification  regulation  back  in 
1982,  1983  and  we  had  adequate  staff  of  examiners  trained  in  the 
supervision  of  a  deregulated  environment,  I  think  perhaps  there 
m^ht  have  been  a  better  ability  of  the  supervisors-regulators  to 
criticize  and  help  prevent  some  of  the  problems. 

I  think  we're  in  the  process  of  that  right. 

Mr.  Wylie.  One  last  question.  I  have  about  30  seconds  left. 
Where  were  the  Federal  and  State  regulators,  and  I  ask  this,  do 
you  think  there  vtas  adequate  supervision,  but  where  were  they 
when  these  institutions  were  growing  by  1,400  and  1,500  percent 
over  a  two  or  three  year  period? 

Mr.  Green.  Well,  Mr.  Wylie,  let  me  say  that  during  that  period 
of  time,  the  examiners  were  from  the  Bank  Board  itself  They  were 
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government  employees.  And  because  of  0MB  constraints,  salary 
constraints,  we  were  not  able  to  attract  the  numbers  of  examiners 
and  the  expertise  that  we  really  needed  as  a  system  to  cope  with  a 
deregulated  environment. 

Since  July  of  1985,  when  the  Federal  Home  Loan  Bank  Board 
transferred  the  examiners  to  the  individual  district  banks,  we  have 
upgraded  this  force  tremendously.  We  have  significantly  more  than 
doubled  that  force.  We  have  hired  people  from  the  Federal  Reserve 
System,  from  the  Comptroller  of  Currency's  force,  from  the  FDIC, 
and  we  have  some  tremendous  expertise  now  on  board  because 
we're  able  to  pay  competitive  salaries. 

We're  able  to  hire  the  number  of  people  that  we  think  are 
needed  to  get  the  job  done. 

Mr.  Wyue.  My  time  has  expired.  Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Almost  sounds  as  if  there  was  a  competi- 
tion in  laxity, 

Mr.  Barnard. 

Mr.  Barnard.  Thank  you,  Mr.  Chairman.  Mr.  Chairman,  first  of 
all,  let  me  welcome  the  members  of  this  panel  this  mornii^.  I 
think  that  you  brought  some  very  important  and  interesting  t^i- 
mony  for  the  consideration  of  this  very,  very  important  problem, 

Mr.  Chairman,  repeatedly  this  morning,  we  hear  the  word  "ap- 
praisals" coming  up — whether  they're  going  to  relax  appraisals  or 
whether  or  not  they're  going  to  enforce  appraisals,  whether  it's 
going  to  be  41(B)  or  41(C). 

And  I  think  that  that's  a  subject  that  we  could  spend  the  whole 
time  on  this  morning.  For  the  members  of  the  committee,  I'd  like 
to  refer  you  to  a  study  that  we  did  in  the  Government  Operations 
Committee,  entitled  The  Impact  of  Appraisal  Problems  on  Real 
Estate  Lending,  Mortgage  Insurance  and  Investment  in  the  Second- 
ary Market. 

But,  in  this  particular  study  that  our  committee  did,  we  found 
out  that  there's  no  regulatory  process  as  far  as  appraisal  is  con- 
cerned. 

Mr.  Bowman,  who  licenses  appraisers  in  Texas? 

Mr.  Bowman.  Mr.  Barnard,  I  don't  believe  there  is  a  licensing 
agency. 

Mr.  Barnard.  Is  there  a  licensing  agency  in  any  State  in  the 
Union? 

Mr.  Bowman.  Not  that  I'm  aware  of,  no,  sir. 

Mr.  Barnard.  So  how  do  you  measure  the  caliber  of  an  appretis- 
er?  I  mean,  what  goes  into  you  as  a  State  savings  and  loan  regula- 
tor, what  relicmce  do  you  have  on  the  appraisal  that's  in  the  file? 

Mr.  Bowman.  The  best  we  have  been  able  to  determine,  it's 
bfised  on  experience.  If  we  have  good  experience  with  an  appraisal 
firm  and  their  values  hold  up  to  the  test  of  time  and  sales,  then  we 
traditionally  will  use  that  firm. 

We  don't  recommend  them  because  that's  not  our  position.  But 
we  will  use  them  in  reviewing  the  work  of  other  appraisers. 

You  recall  from  your  subcommittee's  work  on  Empire  Savings 
the  appraisal  issue  became  very,  very  paramount  at  that  time.  And 
since  then,  we  have  tried,  without  licensing  as  such,  we  have  tried 
to  determine  the  expertise,  the  value  of  certain  appraisal  firms  in 
the  State  which  we  will  use. 
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Mr.  Baknard.  Mr.  Green,  wasn't  that  one  of  the  reasons  that 
41(B)  was  put  in  place  to  begin  with?  Was  because  there  was  no 
adequate  r^ulation  having  to  do  with  appraisals? 

Mr,  Green.  That  is  very  correct,  sir. 

Mr.  Barnard.  And  what  you  did  in  41(B),  which  you  didn't  uti- 
lize, which  the  chairman  has  brought  out  possibly,  was  the  fact 
that  you  wanted  more  than  just  a  statement  as  to  the  value  of  the 
land  or  the  property,  that  you  wanted  something  to  back  it  up  on. 

Mr.  Green.  We  wanted  a  professional  job  done  evaluating  the 
property,  that's  correct,  sir. 

Mr.  Barnard.  Now,  have  we  clarified  now  that  this  was  put  in 
1982  and  not  enforced  until  1984-1985?  I  mean,  what  is  the  story  on 
that?  I'm  confused. 

Mr.  Green.  I  do  not  recall  the  specific  dates.  But,  you  know,  it 
seems  like  that  that's  approximately  the  time. 

Chairman  St  Germain.  Mr.  Barnard,  would  you  yield? 

Mr.  Barnard.  Yes. 

Chfurman  St  Germain.  I  mean,  golly  gee,  we've  got  very  compe- 
tent Federal  Home  Loan  Bank  Board  people  here.  You're  telling 
me  that  you  can't  come  up  with  that  date?  It's  infamous  in  histoiy. 
I  mean,  it's  going  to  go  down  with  the  Battle  of  Hastings.  [Laugh- 
ter.] 

Mr.  Green.  My  apology,  Mr.  Chairman,  I  do  not  have  that.  I'll 
certainly  get  it  for  this — 

Chairman  St  Germain.  It  was  1986,  sometime,  wasn't  it?  C&D. 
When  was  (C)  promulgated? 

Mr.  Selby.  (C)  was  in  1986. 

Chairman  St  Germain.  Yes.  And  (B)  was  in  1982. 

Mr.  Selby.  That's  right. 

Mr.  Barnard.  Now,  I  don't  want  to  take  up  all  my  time  on  this 
particular  subject,  but  it's  something  maybe  we'll  have  to  rehetsh  as 
we  go  further  into  hearing  this  morning. 

Mr.  Green  and  Mr.  Selby,  when  did  you  all  go  on  board  in  Texas? 

Mr.  Green.  I  went  there  in  September  of  1984,  sir. 

Mr.  Barnard.  And 

Mr.  Selby.  May  the  1st,  1986. 

Mr.  Barnard.  OK.  I  notice  in  these  illustrations  this  morning 
that  most  of  the  problems  began  right  after  1982.  OK.  Two  ques- 
tions. 

Do  you  all  require  an  independent  audit  of  savings  and  loans? 

Mr.  Selby.  Yes,  sir,  we  do. 

Mr.  Barnard.  You  do?  Well,  what  did  these  independent  audits 
say  about  these  institutions  that  were  these  high  flyers?  Did  they 
indicate — was  there  a  red  flag  there  from  their  audits  that  these 
people  needed  to  be  looked  at? 

Mr.  Selby.  I  believe  the  audit  reports  were  clean  rejwrts  issued 
on  the  associations  without  any  flagging  of  asset  quality  or  under- 
writing deficiencies. 

Mr.  Barnard.  But,  did  they  classify  the  assets? 

Mr.  Selby.  No,  no. 

Mr.  Barnard.  Now,  this  brings  me  back  to  this  question.  How 
many  times  did  the  Federal  Home  Loan  Bank  Board  or  the  District 
Federal  Home  Loan  Bank  Board  examine  these  institutions  when 
you  noted  that  they  were  really  going  sky-high? 


Digitized  by  Google 


24 

I  mean,  did  you  pay  any  particular  attention  to  them?  Or  did  you  just 
conduct  the  normal  annual  or  18-month  audit  .  .  .  or  examination? 

Mr.  Green.  Here,  ageiin,  we're  talking  about  this  period  of  time, 
1982,  1983  and  1984,  when  there  was  this  phenomenal  growth, 
when  there  was  some  huge  problems  that  had  developed,  such  as 
Empire;  although  that  I  was  not  there  for  the  m^ority  of  that 
time,  I  think  that,  you  know,  as  truthful  matter,  we  were  address- 
ing the  forest  fires  that  were  going  on  out  there. 

Mr.  Barnard.  But,  could  I  say  then,  and  I'm  not  demeaning  the 
Bank  Board,  I'm  just  trying  to  get  to  the  core  of  it,  if  we  had  had 
the  same  regulatory  force,  the  same  supervisory,  the  caliber  and 
quality  of  the  supervisory  forces  between  1982  and  1984,  would 
tiiese  kind  of  cases  have  created  the  problems  that  we  have  today? 

Mr.  Green.  These  would  be  the  isolated  cases,  in  my  estimation. 
But  let  me  say  that,  some  of  them,  when  they  go  in  there  with  the 
idea  that  we're  going  to  really  abuse  this  institution,  they  can  do  it 
in  such  a  short  time  with  the  use  of  high  cost  money,  that  it  is  very 
difficult. 

But,  with  our  force  that  we  have  right  now,  we  can  follow  up  on 
that  in  a  much  more  efficient  and  prompt  manner. 

Mr.  Barnard.  Mr.  Bowman. 

Mr.  Bowman.  Yes,  sir. 

Mr.  Barnard.  What  did  you  do  in  the  same  insttmce?  How  long 
have  you  been  the  regulator? 

Mr.  Bowman.  I  was  Deputy  Commissioner  from  1980  until  1983 
and  I've  been  Clommissioner  since  January  of  1983. 

Mr.  Barnard.  What  would  you  have  done?  Did  you  have  these 
same  situations  with  State  chartered  institutions? 

Mr.  Bowman.  Yes,  sir. 

Mr.  Barnard.  And  what  would  you  do  in  those  indications? 

Mr.  Bowman.  We  increased  our  examination  of  both  examples  A 
and  B.  And  as  Mr.  Selby  pointed  out,  we  had  (B)  under  State  con- 
trol or  supervision  at  the  time  the  FSLIC  took  it  over. 

The  biggest  problem  that  we  have  run  into  is  an  inability  on  the 
part  of  the  regulators  themselves,  both  Stete  and  Federal,  te  have 
been  deregulated  in  the  same  manner  that  the  industry  v/aa  de- 
r^ulated. 

We  had  our  hands  essentially  tied,  not  throi^h  necessarily  due 
process,  but  through  the  definition  of  problems  that  we  had  with 
unsafe  and  unsound  practices,  this  sort  of  thing. 

I  would  have  to  respond  that  if  the  same  people  had  been  at  the 
Dallas  Bank  in  1982  and  1983  that  are  there  today,  the  situation 
would  have  been  much  less  serious  than  it  is  today. 

Mr.  Barnard.  So  we  are  really  having  to  go  through  the  process 
of  forbearance  today  because  we  didn't  have  adequate  supervision 
by  the  Home  Loan  Bank  Board?  I  mean,  you  all  are  new.  We're  not 
trying  to  blame  anybody.  But,  some  of  the  problems  that  we've  got 
today  are  because  of  inadequate  supervision  in  regulation? 

Mr.  Green.  Saying  it  that  way,  yes,  sir,  some  of  it  is.  Some  of  it 
is  because  of  in  a  zealous  attempt  to  increase  net  worth  of  the  insti- 
tutions, bftsically,  we  let  a  lot  of  individuals  into  our  industry  in 
1980  te  1982  time  frame  that  proved  to  abuse  the  charters. 
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Mr.  Barnard.  Didn't  you  carry  forth  the  law  which  we've  passed 
as  to  the  change  of  management  in  these  institutions?  Did  you  look 
at  the  new  management? 

Mr.  Green.  We  are  doing  that  diligently  at  this  time. 

Mr.  Barnard.  But  you  didn't  do  it,  not  in  1982  and  1984? 

Mr.  Green.  I'm  sorry  to  say  I  was  not  there  at  that  particular 
time,  but  history  has  shown  that  we  apparently  made  some  mis- 
takes. 

Mr.  Barnard.  I  might  not  get  another  crack  at  you  fellows.  Let 
me  ask  emother  question. 

Chairman  St  Germain.  Absolutely.  We're  going  to  stick  around. 

Mr.  Barnard.  How  much  of  this  growth  came  from  direct  invest- 
ments as  opposed  to  poor  loans? 

Chairman  St  Gerbcain.  Which  growth? 

Mr.  Barnard.  The  growth  of  ABC. 

Chairman  St  Germain.  Do  you  want  them  separately? 

Mr.  Barnard.  Yes,  that  would  be  fine.  I  notice  in  your  charts,  it 
looks  like  to  me  that  the  assets  that  you've  determined  were  all 
assets  within  the  bank  and  not  direct  investments  through  the 
holding  compEuiy. 

Mr.  Selby.  My  guess,  without  giving  you— we  certainly  ctm  get 
back  to  you  and  give  you  the  figures,  Mr.  Barnard — my  guess,  that 
a  substantial  portion  of  it  was  direct  investment. 

Mr.  Barnard.  Well,  let  me  say  this.  I  want  to  compliment  the 
Home  Loan  Bank  Board  last  Friday.  It  has  finally  come  to  that 
consensus  and  they  are  now  looking  at  the  correct  regulation  and 
supervision  through  their  own  forces  of  direct  investments  and  not 
having  to  bother  the  Congress  with  it,  Mr.  Chairman. 

I  do  want  to  comment  that  I  feel  like  they  have  taken  a  small 
step  forward. 

'Thank  you. 

Chairman  St  Germain.  Mr.  Bowman. 

Mr.  Bowman.  Yes,  sir. 

Chairman  St  Germain.  You  stated — and  I  think  in  answer  to  a 
question  of  Mr.  Barnard's — that  had  we  had  the  same  type  of  su- 

Eervision,  r^ulation  and  examination  from  1982  to  1984  that  we 
ave  had  since  the  change  in  regime  in  1984  with  the  advent  of 
Mr.  Green  that  things  would  have  changed  dramatically,  is  that 
correct? 

Mr.  Bowman.  Yes,  sir,  I  believe  that  is  true. 

Chairman  St  Germain.  And  the  problems  would  not  be  as  great 
Eis  they  are  today? 

Mr.  Bowman.  That  is  correct. 

Chairman  St  Germain.  Is  that  not  the  period  of  time  during 
which  the  Home  Loan  Bank  Board  and  FSLIC  reduced  their  forces 
as  far  as  examiners,  and  so  forth,  are  concerned? 

Well,  let  me  ask  Mr.  Green  that. 

Is  that  not  the  case?  Have  you  not  increased  dramatically  the 
number  of  personnel  in  your  regional  office? 

Mr.  Green.  We  have  increeised  dramatically. 

Chairman  St  Germain.  It  had  been  decre^ed  under  your  prede- 
cessors, correct? 

Mr.  Grben.  Mr.  Cheiinnan,  the  level  of  examiners  and  superviso- 
ry personnel  across  the  Nation  had  not  been  reduced.  At  the  Feder- 
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al  Home  Loan  Bank  of  then  Little  Rock,  when  they  moved  from 
Little  Rock  to  Dallas,  a  number  of  the  supervisory  people  chose  not 
to  make  that  move,  and  so  involuntarily  there  was  a  decresise  in 
numbers  of  people,  but  the  Bank  immediately  tried  to  get  back  up 
to  staff. 

But  we  have  made  phenomenal  increases  in  numbers  of  both  su- 
pervisory personnel  and  examination  personnel  since  tiiat  time. 

Chairman  &t  Germain.  I  am  going  to  have  my  staff  prepare 
some  questions,  very  specific  questions  here.  I  want  to  make  sure 
that  we  didn't  neglect — by  "we,"  meaning  the  Home  Loan  Bank 
Board — that  pmrticular  regioneil  office  in  Dallas. 

Mr.  Barnard.  Mr.  Chairman? 

Chairman  St  Germain.  Yes. 

Mr.  Barnard.  If  I  might.  Would  you  yield  just  for 

Chairman  St  Germain.  Sure. 

Mr.  Barnard.  What  happened  was,  see,  the  Federal  savings  and 
loans  were  examined  by  the  Home  Loan  Bank  Board  of  Wcishing- 
ton,  DC.,  and  that  is  when  they  had  the  staff  reductions  and  that  is 
when  the  Home  Loan  Bank  Board  had  to  strengthen  the  examina- 
tion force  by  transferring  that  to  the  district  Home  Loan  Bank 


But  they  changed  the  whole  examination  structure  in  that  period 
of  time. 

Am  I  wrong  there? 

Mr.  Green.  That  is  correct,  sir. 

Chairman  St  Germain.  Let  me  ask  this.  Mr.  Selby,  you  were,  I 
think,  in  the  Comptroller's  Office  how  many  years? 

Mr.  Selby.  31  years. 

Chairman  St  Germain.  31  years. 

OK,  you  remember  Jim  Smith's  appearance  before  us  after 
Franklin  National? 

Mr.  Selby.  I  do. 

Chairman  St  Germain.  Yes,  sir. 

OK,  emd  he  came  up  and  he  told  us  that  he  had  commissioned 
these  people  and  they  were  coming  up  with  these  great  computers, 
and  then  every  time  there  was  emother  problem  at  the  Comptrol- 
ler's we  were  getting  new  early  warning  systems  from  the  comput- 
ers. 

Mr.  Selby.  Right. 

Chairman  St  Germain.  Does  the  Home  Loan  Bank  Board  have 
an  early  warning  system  on  computers  as  does  the  Comptroller's 
Office? 

Mr.  Selby.  I  would  say  that  the  Home  Loan  Bank  Board  is  trying 
to  take  the  information  that  they  accumulate  through  quarterly 
and  monthly  reports  as  well  as  examinations 

Chairman  St  Germain.  The  answer  is  "no"? 

Mr.  Selby.  The  answer  is  they  are  in  the  process  of  doing  it. 

Chairman  St  Germain.  My  question  is  does  it  have  an  early 
warning  system  in  place? 

Mr.  Selby.  Not  operable. 

Chairman  St  Germain.  Well,  if  it  is  not  operable,  they  don't 
have  one. 

And  they  didn't  have  one  in  1982, 1983,  and  1984,  is  that  correct? 

Mr.  Green.  Now,  Mr.  Chairman,  let  me 
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Chairman  St  Germain.  OK. 

Mr.  Green.  Let  me  say  that  we  do  have  within  the  data  process- 
ing sj^tem  certain  programs  that  the  Bank  Board  has  been  using 
over  the  years  that  do  have  bells  and  whistles  that  they  call  an 
early  warning  system. 

Chetirman  St  Germain.  But  did  the  bells  and  whistles  ring  on  A, 
B,andC? 

Mr.  Green.  Yes,  sir. 

Chairman  St  Germain.  Will  you  send  us  the  evidence  to  that 
eflfect? 

Mr.  Green.  We  will  give  you  some  information,  yes,  sir. 

Chairman  St  Germain.  You  are  sure  of  that  now,  Mr.  Green?  Be- 
cause if  the  bells  and  whistles  were  ringing,  then  you  can't  say 
that  you  didn't  have  enough  examiners.  The  bells  ani  whistles 
rang.  You  should  have  done  something. 

Mr.  Green.  Mr.  Chfiirman,  let  me,  Qiough,  pass  on  to  you  that  at 
that  particular  time  we  did  not  have  some  of  the  regulatory  power 
that  we  needed  in  the  area  of  growth.  Many  of  these  institutions 
were  growing  basically  phenomenally,  and  we  had  no  way  to  stop 
that.  We  did  not 

ChEiirmim  St  Germain.  Sorry,  I  don't  have  any  more  time.  You 
are  not  really  addressing  the  question  or  answering  my  question. 
We  will  come  hack  to  you  on  the  next  round. 

Mr.  Green.  All  right,  sir. 

Chairman  St  Germain.  And  we  will  have  a  little  exchange. 

Mr.  Kleczka. 

Mr.  Kleczka.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman  and  NIembers,  listening  to  the  testimony  today,  it 
seems  that  the  industry,  the  S&L  industry  in  Texas  was  on  a  6- 
year  joy  ride  and  included  in  the  car  were  tne  regulators,  and  all  of 
a  sudden  in  1986  not  only  did  the  S&I^  run  out  of  gas  but  also  the 
economy,  and  now  we  are  sitting  here  today. 

And,  Mr.  Green  or  Mr.  Bowman,  correct  me  if  I  am  wrong,  but 
my  interpretation  of  the  whole  forbearance  question  is  one  of  a  spe- 
cial bailout  for  Texas  and  the  S&L  industry. 

Mr.  Bowman.  May  I  respond  to  that,  Mr.  Kleczka? 

Mr.  Kleczka.  Sure. 

Mr.  Bowman.  It  is  incorrect. 

Mr.  Kleczka.  What  other  re^on  of  the  country  has  problems  as 
severe  as  Texas  or  other  State  in  the  union  has  problems  eis  severe? 

Mr.  Bowman.  I  believe  there  are  other  States  that  have  come 
through  the  same  economic  problems  in  the  last  5  years  that  Texas 
is  suffering  today. 

But  the  problems  of  forbearance,  the  whole  question  of  forbear- 
ance is  aimed  at  the  economy  in  Texas  and  not  at  the  high  riders 
who  played  with  the  savings  and  loans  associations  in  the  State. 
Those  have  been  handled.  Tliey  have  been 

Mr.  Kleczka.  Well,  some  of  those  high  riders  ere  running  the 
S&Ls,  and  there  are  certain  benefits  in  the  forbearance  legislation 
introduced  by  Mr.  Bartlett  and  others  that  would  help  those  indi- 
viduals out,  also. 

Mr.  Bowman.  I  will  submit  to  you  that  there  are  no  high  riders 
runnii^  savings  and  loans  in  Texas  today,  thanks  to  the  efforts  of 
my  office  and  Mr.  Green's  office. 
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But  I  will  point  oub  one  thii^  that  needs  to  be  said,  find  that  is 
that  every  fissociation  owner  that  entered  this  business  back  in 
1980,  1981,  and  1982,  prior  to  Mr.  Selby  and  Mr.  Green's  entry  into 
the  Federal  regulatory  process  on  the  savings  and  loan  side,  every 
one  of  those  owners  was  approved  in  Washington  by  the  Federal 
Home  Loan  Bank. 

Mr.  Kleczka.  OK,  Mr.  Green,  my  interpretation  of  the  whole  for- 
bearance question  is  a  special  bailout. 

Am  I  incorrect  in  that  assumption? 

Mr.  Green.  Congressman,  I  certainly  would  not  cleissify  it  that 
way.  I  would  not  support  anything  that  zillowed  people  who  had 
abused  the  system  to  be  granted  forbearances.  I  think  that  would 
be  absolutely  wrong. 

But  by  the  seune  token,  we  have  good  operators  down  there  who 
because  of  depressed  market  conditions — and  on  the  average  of 
going  down  somewhere  between  16  percent  and  30  percent  in  cer- 
tain areas — who  are  hurt  because  of  those  depressed  conditions, 
and  I  think  that  those  deserve  an  opporatnity  to  come  out  of  this 
and  come  back  to  health, 

Mr.  Kleczka.  OK,  but  going  back  to  your  Association  A  example, 
you  saw  the  portfolio  radically  chaise  over  a  period  of  5  years  to 
one  of  substantial  risk. 

Now,  are  you  blaming  the  poor,  depressed  areas  in  Texas  for 
that? 

Mr.  Green.  Absolutely  not. 

Mr.  Kleczka.  Or  some  poor  management  decisions? 

Mr.  Green.  I  am  blaming  poor  mimagement  decisions  in  A  and  B 
and  saying  that  ^ose  people  should  not  be  granted  forbearemces. 

In  the  case  of  C  we  are  saying  that  this  is  an  institution  that  is 
well-memaged,  that  is  caught  in  a  depressed  economy  and  should  be 
able  to  help  itself  out. 

Mr.  Kleczka.  Mr.  Green,  do  you  hear  talk  in  your  district  of 
S&La  shifting  from  FSLIC  to  FDIC? 

Mr.  Gbeen.  I  think  that  there  has  been  talk  about  that,  but  I 
have  not  heard  anyone  who  is  seriously  considering  that. 

Mr.  Kleczka.  What  is  your  view  of  exit  fees  as  an  amendment  to 
the  FSLIC  recap  bill? 

Mr.  Green.  I  have  no  idea,  Congressman,  what  their  view  might 
be  there. 

Mr.  Kleczka.  No,  what  is  your  view? 

Mr.  Green.  What  is  my  view?  Oh. 

That  there  must  be  some  exit  fee  in  order  for  the  fund  to  remain 
solvent  over  the  years  that  any  repayment  of  this  indebtedness 
must  take  place. 

Mr.  Kleczka.  Do  you  have  any  thoughts  eis  to  what  Uiat  exit  fee 
should  be? 

Mr.  Green.  Well,  there  has  been  one  mentioned  by  the  Bank 
Board  of— is  that  the  10-year  approach — a  10-year  approach  that 
has  been  mentioned  by  the  Bank  Board,  which  sounds  reasonable 
tome. 

Mr.  Kleczka.  Hiank  you  very  much.  Thank  you,  Mr.  Chairman. 

Chairroaxi  St  Germain.  Mr.  Parris. 
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Mr.  Parris.  Thank  you,  Mr.  Chairman.  There  is  such  a  mother 
lode  of  information  here  this  morning  it  is  heird  to  decide  where  to 
begin. 

We  appreciate  you  gentlemen  bringing  that  to  us. 

A  part  of  the  definition  of  the  magnitude  of  the  problem  facing 
the  industry  is  what  this  is  all  about,  and  I  think  it  is  very  inter- 
esting to  reflect  that  both  of  these  institutions  that  you  talk  atwut, 
A,  B,  and  C,  the  A  and  B  institutions,  just  two  institutions,  repre- 
sent three-quarters  of  a  billion  dollars  of  FSLIC  loss  and  that  is  50 
percent  of  the  total  reserves.  That  is  just  two  institutions  in  one 
town  in  Texas,  or  maybe  two  towns.  It  is  not  important. 

The  point  I  am  trying  to  make  is — my  understanding — is  they 
are  both  State-chartered  institutions,  both  represent  the  reliance 
on  Federal  insurance  protection,  and  that  is  the  statement  of  the 
fundfunental  problem  here,  and  I  think  it  is  appropriate  that  this 
is  an  all-Texas  panel  because  Texas,  whether  we  like  it  or  not,  is  in 
the  center  of  the  fire  storm. 

Now,  I  would  like  to  just  review  with  you  gentlemen  very  quickly 
the  Oflice  of  Policy  and  £k:onomic  Research  Report,  Federal  Home 
Loan  Bank,  dated  January  30,  1987,  a  month  ago,  and  it  says  under 
GAAP  accounting  49  percent  of  the  total  Texas  firms  in  the  thrift 
industry  are  either  insolvent  or  with  inadequate  capital.  There's 
137  of  them,  and  we  are  just  talking  about  two  this  morning  just  in 
your  State  alone,  gentlemen. 

Now,  when  you  start  to  relate  that  to  banks,  you  have  got  4  per- 
cent of  the  banks  versus  49  percent  of  the  thrifts. 

And  let's  go  to  table  6  of  the  GAO  report,  which  we  have  all  re- 
ceived, the  1986  third  quarter. 

In  acquisition,  development,  and  construction  loans  in  the  Texas 
Home  Ixian  Bank  there  is  20  percent  of  institutions — federally  in- 
sured I  am  talking  about — 20  percent  with  insolvent  status,  less 
than  zero  percent  capital.  Twenty  percent  of  their  total '  eissets  are 
invested  in  acquisition,  development,  and  construction  loans,  15 
percent  between  zero  and  3  percent  capital,  inadequate  capital  defi- 
nition, 15  percent  in  that  same  category  of  loan,  or  a  total  of  35. 

In  response  to  Mr.  Barnard's  question,  in  direct  investment  in 
the  TexEis,  the  Dallas  Home  Loan  Bank  situation  together,  15  per- 
cent—8  percent  in  less  than  zero  percent  capital,  7  percent,  almost 
8,  in  less  than  3  percent. 

Now,  that  is  over  50  percent  of  the  total  assets  of  these  insured 
institutions  in  either  construction  loans  or  direct  investments  in 
what  has  been  categorized  by  both  of  you  gentlemen,  or  two  of  you, 
as  nonexistent  or  hostile  markets. 

Now,  I  submit  to  you  gentlemen  that  one  of  the  reasons  that  we 
have  alrea^  had  forbearance,  if  you  will,  in  those  markets  is  be- 
cause the  FSLIC  does  not  have  the  financial  capability  of  doing 
anything  but  forbear.  They  can't  take  any  action.  They  don't  have 
any  money.  We  have  no  reserves.  We  have  no  insurance.  There  is 
zero,  3.8  n^ative  balance  in  the  i>ot  at  the  moment. 

My  question,  I  guess,  to  one  of  you  gentlemen — and  I  would  ap- 
preciate you  being  brief — is  it  realistic  that  the  market  values  of 
inadequate  security  when  you  consider  carrying  costs  and  interest 
rates  and  some  forbearance  period,  5  years,  10  years,  whatever,  not 
even  considering  the  deterioration  of  real  estate  securities — ^xeai. 
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estate  assets  as  security,  is  it  possible  that  they  will  ever  come  back 
to  a  market  situation  that  will  not  represent  a  huge  loss  to  the  in- 
sureince  fund? 

Mr.  Green? 

Mr.  Green.  Yes,  I  do  believe  that  that  will  be  the  case;  however, 
it  is  not  going  to  be  an  immediate  period  of  time.  It  is  not  going  to 
be  an  immediate  turnaround.  It  is  going  to  take  a  few  years. 

Mr.  Parris.  Well,  I  understand  that. 

Mr.  Green.  Yes,  sir. 

Mr.  Parris.  But  when  you  get  50  percent  of  your  total  assets  now 
in  construction  or  acquisition  and  development  loans  and  direct  in- 
vestments in  a  nonexistent  market,  how  do  you  expect  that  to  ap- 
preciate? 

Mr.  Green.  Well,  you  know,  I  don't  want  to  make  light  of  the 
fact  tiiat  there  is  a  serious  problem  tiiere.  We  all  acknowled^  tjiat, 
but  I  think  over  a  reasonable  period  of  time  Uiat  these  institutions 
will — or  most  of  them  will  be  able  to  come  back  to  viability  and  a 
profitable  operation. 

Mr.  Parris.  My  only  quarrel  with  your  statement,  Mr.  Green,  it 
is  not  a  serious  problem;  it  is  a  frightening  problem  to  some  of  us 
and  I  think  enormously  concernii^. 

Let  me  ask  Mr.  McAllister  a  direct  question,  if  I  might. 

I  got  the  distinct  impression  from  your  comments,  Mr.  McAllis- 
ter, that  your  association  and  you  as  a  representative  of  tjiat  would 
support  a  return  to  GAAP  as  being  in  the  best  interests  of  the  in- 
dustry, your  institutions,  in  whatever  market,  is  that  correct? 

Mr.  McAllister.  We  feel  that  GAAP  is  a  more  accurate  way  to 
reflect  the  value  of  depressed  loan  assets.  We  feel  that  it  is  a  better 
reflection  of  what  you  will  eventually  realize  in  those  assets  and 
tiiat  it  avoids  taking  losses  that  will  occur  in  future  years  and  writ- 
ing them  all  off  in  this  year,  which  is  not  the  way  other  American 
businesses  hfindle  future  losses. 

Mr.  Parris.  And  would  eliminate  much  of  the  appraisal  prob- 
lems that  we  have  heard  about  in  earlier  questions,  correct? 

Mr.  McAllister.  It  would  not  completely  eliminate  them,  but  it 
would  be  a  much  more  accurate  picture  of  what  is  likely  to  occur. 

Mr.  Parris.  My  time  has  expired,  but  I  would  just  say  to  you 
gentlemen,  I  have  categorized  RAAP  accounting  practices  in  this 
thrift  industry  as  tantamount  to  govemment-sj)onsored  fraud. 

My  time  has  expired,  Mr.  Chairman. 

Chairman  St  Germain.  Mrs.  Patterson. 

Mrs.  Patterson.  Mr.  Chairman,  I  have  no  questions  at  this  time. 

Chairman  St  Germain.  Mr.  McMillen. 

Mr.  McMillen.  The  GAO  reported  last  week  that  the  Federal 
Savings  and  Loan  Insurance  Corporation  had  not  properly  booked 
its  current  assets.  Iliey  went  on  to  say  that  the  Federal  Home 
Loan  Bank  was  stretching  its  losses  out  rather  than  reporting  all  of 
its  losses  now. 

From  what  I  understand,  that  procedure  of  stretching  out  losses 
over  a  longer  period  of  time  rather  than  booking  them  all  at  once 
is  exactly  what  various  savii^  and  loans  in  the  country,  especially 
in  Texas,  have  been  trying  to  do  and  have  been  prevented  by  the 
Federal  Home  Loan  BanW  of  Dallas  and  other  Federal  Home  Loan 
Banks  from  doing. 
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Why  is  the  procedure  fine  for  the  Federed  Home  Loan  Bank 
Board  to  use  but  not  fine  for  the  thrifts  to  use? 

Mr.  Green.  Congressman  McMiilen,  I  guess  I  am  the  appropriate 
one  to  respond  to  that,  in  that  I  think  as  a  practical  matter  that 
because  of,  number  one,  the  inability  of  the  fund  to  take  care  of 
some  of  these  massive  problems  that  are  there  but,  in  addition  to 
that,  because  of  the  fact  that  because  of  economically  depressed 
conditions  that  we  feel  that  there  should  be  some  forbearances,  and 
in  fact  we  have  been  giving  those  forbearances,  as  I  pointed  out  in 
my  written  statement. 

We  have  not  been  going  in  and  discriminately  marking  every- 
body to  market.  There  would  be,  because  of  decreased  values,  some 
phenomenal  markdowne,  and  so  we  have  tried  to  use  good  judg- 
ment when  we  evaluated  those  assets,  trying  to  determine,  you 
know,  what  the  eventual  value  of  those  things  were,  what  cash 
inflow  was  coming  in  at  that  particular  time,  the  type  of  memage- 
ment  the  property  had,  and  we  have  tried  to  use  judgment  in  uie 
evaluation  of  those  iissets. 

And  so  in  many  ways  we  think  that  has  in  fact  been  done. 

Mr.  McMiLLEN.  Well,  aren't  we  in  essence  creating  kind  of  a  con- 
tradictory situation  where  at  the  Federal  level  the  Home  Loan 
Bank  is  stretching  out  its  losses  but  we  are  not  doing  this  at  the 
local  level,  but  in  fact  the  end  result  is  the  same? 

Mr.  Green.  I  am  sorry,  would  you  repeat,  Congressman? 

Mr.  McMiu.EN.  Well,  if  the  Federal  Home  Loan  Bank  is  doing 
this  and  allowed  to  do  it  and  tiie  thrifts  in  Texas  are  not  allowed  to 
do  it,  isn't  the  end  result  the  same?  I  mean,  aren't  we  eventually 
going  back  to  the  point  where  if  the  governing  Federal  regulatory 
body  is  able  to  do  this,  isn't  it  contradictory  in  a  sense? 

Mr.  Green.  Well,  Congressman  McMillen,  let  me  say  that  the 
FSLIC  has  not  asked  for  any  type  of  special  accounting  treatment. 
I  think  that  what — the  FSLIC  Progrsim  is  one  of  doing  it  right  ac- 
cording to  GAAP  and  to  basically  have  capitalization  from  the  dis- 
trict banks,  which  in  turn  would  allow  for  the  leveraging  of  that,  to 
spread  out  that  repayment  over  a  longer  period  of  time  but  strictly 
GAAP  accounting  during  that  period  of  time. 

Mr.  McMillen.  The  next  question  that  I  have  to  ask  refers  to 
the  Booz-Allen  study  that  the  Wfishington  Post  obtained  a  copy  of 
the  internal  study,  Federal  Home  Loan  Bank  Policies  and  Prac- 
tices. It  was  published  last  week.  The  study  done  by  Booz-Allen 
seems  to  confirm  exactly  what  various  thrifts  have  been  saying, 
that  the  Federal  Home  Loan  Bank  policies  result  in  artificial  write- 
downs of  assets,  that  its  policies  are  not  evenly  applied,  and  that 
there  is  little  due  process  or  oversight  in  the  system. 

This  was  not  a  thrift  study  nor  v/as  it  a  GAO  study;  it  was  a 
stu(^  commissioned  by  the  Federeil  Home  Loan  Bank  itself 

What  are  your  responses  to  the  results?  Doesn't  the  report  con- 
firm that  the  Federal  Home  Loan  Bank  system  has  been  grossly 
unfair? 

Mr.  Sblsy.  May  I  respond  to  that?  And  I  haven't  read  completely 
ihe  Booz,  Allen  report,  but  we've  had  it  analyzed.  And  I  don't  know 
where  the  analysis  of  the  Washii^ton  Post,  how  it  was  arrived  at, 
but  as  I  recall,  there's  nothing  in  the  Booz,  Allen  report  tt^t  <»ya 
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firms  that  we  have,  the  Bank  Board  has  been  unfair  or  discrimina- 
tory. 

I  read  that  in  the  Washington  Post,  too,  and  wondered  how  they 
arrived  at  that  conclusion.  The  Booz-Allen  study  talks  about  the 
system  of  within  FSLIC  and  how  systems  and  procedures  could  be 
improved  to  facilitate  the  discharge  of  their  responsibilities. 

I  don't  remember  reading  anything  that  said  it  confirmed  that 
we  were  being  discriminatory  or  that  FSLIC  was  being  discrimina- 
tory in  their  collection  of  their  assets. 

Mr.  McMiLLEN.  I'm  referring  to  the  Washington  Post,  which 
seemed  to  infer  that  there  was  an  almost  inhouse  indictment. 

Mr.  Sblby.  I  guess  we  have  to  ask  the  Wsishington  Post, 

Mr.  McMiLLEN.  That  would  be  a  good  followup.  Thank  you. 

Chairman  St  Germain.  Mr.  Hubbard. 

Mr.  Hubbard.  Thank  you,  Mr.  Chairman.  We  welcome  you  four 
gentlemen  to  our  subcommittee.  On  Tuesday,  October  21,  I  weis  in 
Fort  Worth,  TX.  I  was  there  at  the  request  of  House  Speaker,  Jim 
Wright,  to  meet  with  constituents  of  his  in  the  S&L  industry  and 
others  who  visited  there  in  Fort  Worth,  at  a  meeting  where  these 
S&L  ofScials  expressed  their  concern  and  alarm  at  their  then  pre- 
dicament. 

Congressman  John  Bryemt  of  Texets  was  another  one  present  in 
addition  to  the  House  Speadter  and  me. 

Were  either  Mr.  McAllister  or  Mr.  Bowman  present  at  that 
meeting? 

Mr.  McAluster.  I  was  not  present  at  the  meeting. 

Mr.  Bowman.  No,  sir. 

Mr.  Hubbard.  Did  you  hear  about  the  meeting? 

Mr.  McAllister.  Yes,  sir.  I'm  very  much  aware  of  it.  Tom  Kii^, 
a  gentleman  in  the  audience,  was  present  at  that  meeting. 

Mr.  Hubbard.  Are  you,  Mr.  Bowman,  or  you,  Mr.  McAllister, 
aware  of  the  many  charges  that  came  from  S&L  officials  there 
about  discrimination,  about  the  activities  of  Mr.  Green  and  Mr. 
Selby,  and  how  the  S&L  officials  were  scared  to  death  of  these  two 
men? 

Are  you  aware  of  that? 

Mr.  McAluster.  I've  heard  those  charges  repeatedly.  I  don't 
agree  with  them.  I  think  the  problem  is  not  one  of  personalities,  I 
tihink  it's  one  of  policies  and  philosophies  as  regards  these  write- 
downs. It's  not  a  personality  problem. 

Mr.  Hubbard.  Well,  many  of  the  S&L  officials  there  that  day 
were  so  scared  of  Mr.  Selby  and  Mr.  Green  that  they  were  even 
afraid  to  comment  in  front  of  Jim  Wright  and  me. 

And  some  wmted  until  fifter  the  meeting  to  express  themselves 
because  they  did  not  want  to  be  quoted  to  Mr.  Green  or  Mr.  Selby. 

One  charge  was  made  that  in  order  to  get  a  particular  person  to 
consent  to  his  removal  from  the  thrift  industry  of  the  Federal 
Home  Loan  Bank  threatens  the  entire  institution  with  a  thorough 
examination,  meaning  a  vast  writedown  of  assets. 

Another  allegation  that  day  was  that  supervisory  agents  and 
others  get  an  initial  perception  about  a  person  or  a  thrift  and  then, 
because  they  are  so  over-worked  and  over-whelmed,  they  never 
spend  the  time  to  find  out  if  they  were  right. 
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The  overall  point  is  that  there  does  not  seem  to  be  an  ability  of  a 
procedure  by  which  someone  can  challenge  questionable  conduct  by 
the  FHLBB. 

If  a  person  or  a  thrift  waits  until  a  receivor  or  conservator  is  ap- 
pointed, the  rights  to  review  by  court,  as  you  know,  are  very  limits 
ed.  To  compound  the  problem,  if  a  person  wants  to  Hght,  there  usu- 
ally is  some  way  for  his  thrift  to  be  found  technically  insolvent,  or  , 
to  be  found  in  need  of  a  receivor  or  conservator  or  some  o^ier 


We  have  to  l^islate  some  due  process  into  the  eyatem.  I  would 
like  to  know,  gentlemen,  speaking  to  Mr.  Green  or  Mr.  Selby,  what 
procedures  do  you  think  would  add  due  process  without  unduly  re- 
stricting the  agency's  ability? 

For  example,  what  if  Federal  courts  were  ordered  to  make  a  de 
novo  review  of  FHLBB  orders  and  decisions  ratiier  than  deferring 
to  the  agency's  administrative  decisions? 

And  what  if  the  Federal  Tort  Claims  Act  were  amended  so  that 
suits  could  be  brought  for  intentional  and  malicious  action? 

Would  you  address  those  questions,  Mr.  Selby,  Mr.  Green? 

Mr.  Selby.  Well,  I  will  try  to  follow  your  questions.  First  of  all,  I 
can't  respond  to  the  meeting  that  was  held  in  Fort.  Worth.  I  WEisn't 
there.  I've  also  heard  of  some  of  the  comments  emeinating  from  it 
of  the  fear  apparently  of  myself  and  Mr.  Green,  which  has  come 
out  of  that  meeting  as  well  as  others. 

First  of  all,  it  is  not  true  that  we  threaten  institutions  or  associa- 
tions with  examinations  or  writeoffs  or  anything  else  to  get  any  of 
our  enforcement  actions  done  because,  generally,  the  results  of 
those  examinations  and  reviews  result  in  whatever  action  we  feel 
we  have  to  take,  including  a  removal  order,  which,  by  the  way,  is 
not  done  through  the  Dallas  Bank.  It's  done  through  the  Office  of 
Enforcement  at  the  Federal  Home  Loan  Bank  Board. 

When  I  came  to  the  Dallfis  Bank  and  Mr.  Green  was  there 

Mr.  Hubbard.  When  was  that  you  came  to  the  Dallfis  Bank? 

Mr.  Selby.  May  the  1st  of  last  year.  I've  not  been  there  a  year. 
We  had  supervision  systems  of  reviewing  reports  of  examination 
and  doing  different  types  of  reviews. 

We  had  a  system  then.  I've  improved  it  a  little  bit.  But  we've 
always  had  a  system  of  appeals  that  ends  with  the  President  and 
the  principal  supervisory  agent.  And  I  think  he  can  tell  you  that 
any  number  of  association  members  come  to  him  and  call  to  him 
on  decisions  that  are  made  all  through  the  process  for  appeal. 

I  did  institute  something  we  call  a  Regulatory  Review  Commit- 
tee, which  is  made  up  of  the  senior  members  of  R^ulatory  Affairs, 
including  the  PSA,  to  review  results  of  examinations,  proposed  ac- 
tions that  our  supervisory  agents  are  proposing  on  institutions  emd 
people,  which  I  think  gives  a  democratic  review  of  a  process  of  ex- 
amination supervision. 

If  I'm  not  incorrect— I'm  not  a  lawyer,  but  as  I  recall,  in  a  bank- 
ing agency,  we  had  all  sorts  of  administrative  hearings  called  by 
associations  and  members  of  associations  and  banks  that  objected 
to  our  supervisory  process. 

And  I  believe,  if  I'm  not  mistaken,  it's  provided  for  in  legislation 
to  the  Congress  on  cease  and  desist  and  other  type  of  enforcement 
action. 
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There  is  a  formal  court  procedure  for  appealing  decisions  by  reg- 
ulatora.  And  I  know  they're  used  in  the  banking  agencies. 

Chairman  St  Germain.  Mr.  McCandless. 

Mr.  McCandless.  Thank  you,  Mr.  Chairman. 

Mr.  Bowman,  in  your  opening  remarks,  you  talked  about  the 
trouble  that  you're  having  with  the  appraisal  system  as  it  relates 
to  foreclosures  and  establishing  values  during  that  early  process  of 
disposition  of  an  asset. 

I  m  curious  in  Texas  how  this  is  handled  within  the  framework 
of  the  jurisdiction  responsible  for  collecting  property  tax  that  also 
must  establish  an  appraisal  for  value  purposes  to  assess  that  tax. 

How  do  you — if  you're  going  to  keep  the  value  up  here  at  a  cer- 
tain level,  artificial  or  not,  but  for  purposes  of  our  discussion,  then 
do  you  go  to  the  local  jurisdiction  and  say,  well,  the  meirket  value 
of  uiis  piece  of  property  is  such  and,  therefore,  we  should  only  be 
jmying  property  taxes  on  a  lower  figure? 

Or,  how  does  that  work  between  the  two  jurisdictions? 

Mr.  Bowman.  There's  no  interplay  between  the  two,  Mr. 
McCandless,  but  one  of  the  things  that  has  concerned  me  is  if  we 
go  through  a  massive  series  of  writedowns  based  on  appraisal,  if 
you  will,  in  a  marketplace  where  sales  are  not  going  to  take  place 
as  a  result  of  those,  but  merely  markdowns,  that  you  could  serious- 
ly impact  the  ability  of  a  school  district,  for  example,  to  support 
itself,  or  the  ability  of  a  water  district  or  a  municipality  to. 

And  my  concern  is  that  we  are,  as  I  mentioned  etu-ly,  if  we  write- 
down assets  in  ihis  economyi  based  on  their  market  value  in  this 
economy,  we'll  cause  nothing  but  economic  chaos.  The  more  wide- 
spread it  becomes  in  the  State,  the  more  widespread  the  chaos  will 
become.  And  the  inability  of  all  of  these  taxing  agencies  to  main- 
tain their  base. 

These  properties  are  not  going  to  be  sold  in  this  environment  and 
I  maintain  they  should  not  be  quantified  in  this  environment. 

Mr.  McCandless.  Do  the  appraisers  for  the  municipal  jurisdic- 
tion agree  with  that  philosophy? 

Mr.  Bowman.  Frankly,  I  haven't  seen  any  evidence  that  they 
v/smt  to  do  anything  in  the  municipalities  but  increase  their  ap- 
praisals, Mr.  McCandless. 

Mr.  McCanpless.  There  seems  to  be  some  compatability  there 
then  that  wouldn't  result  in  a  suit  later  on  that  I  paid  an  artificial- 
ly high  tax  because  of  the  value  of  the  property? 

Mr,  Bowman.  We  will  know  in  Austin  fairly  soon  because  such  a 
suit  has  been  filed. 

Mr.  McCandless.  We  have  a  very  limited  amount  of  time.  I  want 
to  move  on  to  another  area. 

Mr.  McAllister,  there  has  been  a  great  deal  of  discussion  by  the 
savings  and  loan  management  people  about  the  Federeil  Assistance 
Disposition  Association  and  that  section  of  the  bill  that  addresses 
establishing  this  as  a  statutory  agency  with  a  sunshine  clause  in  it. 

Would  you  care  to  comment  on  this?  Are  you  in  favor  of  this?  Or, 
are  you  against  it?  What  do  you  see  as  from  the  savings  and  loan 
associations'  point  of  view? 

Mr.  McAllister.  I  serve  as  the  Director  of  the  FADA.  And  I 
think,  if  you  subjected  that  to  the  Sunshine  provisions,  it  would 
greatly  hinder  the  operation  of  that  entity.  It  was  designed  to  bring 
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real  estate  expertise  to  the  FSLIC  in  the  disposition  of  these  prob- 
lem assets;  a  number  of  confidentied  matters  that  really  relate  to 
individual  institutions  suid  individuals  who  are  borrowers  of  the 
FSLIC  system  are  discussed  there.  1  think  it  would  be  very  harmful 
to  the  FADA  if  that  were  to  come  about. 

Mr.  McCandless.  So  you  would  be  opposed  to  this  section  of  the 
bill  Ets  it's  currently  written? 

Mr.  McAllister.  Yes,  sir,  I  would. 

Mr.  McCandless.  What  kind  of  an  amendment  might  you  offer 
that  would  accomplish  what  you  would  like  to  see  in  the  way  of  a 
disposition  association  framework  and  yet  give  certain  auditing  pa- 
rameters to  GAO  or  some  other  Federal  institution  wherein  there 
is  something  there  in  the  way  of  a  check  and  balance  as  to  the  dis- 
position and  management  decisions  that  take  place  within  the 
framework? 

Mr.  McAllister.  Well,  of  course,  the  FADA  is  chartered  as  a 
Federal  savings  and  loan,  which  subjects  it  to  a  considerable 
amount  of  scrutiny  both  from  the  FSLIC  and  other  regulators. 

It  would  be  my  opinion  that  those  oversights  are  sufficient  to 
protect  against  any  of  the  instances  you're  concerned  about. 

Mr.  McCandless.  In  the  current  framework  of  the  daily  oper- 
ation of  these 

Mr.  McAllister.  It  also  has  a  very  well  thought-out  conflict  of 
interest  and  code  of  ethics,  which  is  reviewed  constantly. 

Mr.  McCandless.  To  Mr.  Bowman  and  Mr.  McAllister,  we  have 
State  chartered  institutions.  We  have  State  r^ulations  governing 
those  State  chartered  institutions;  yet,  in  the  case  of  many  States, 
thCT  say: 

We  will  issue  you  a  charter  only  if  you  have  Federal  depository 
insurance. 

And  so  there  is  an  automatic  limit  in  there  as  to  the  ability  of 
the  Federal  system  to  oversee  what  it's  insuring.  And  as  a  result, 
the  exposure  becomes  greater. 

How  do  we  solve  this  problem? 

Mr.  Bowman.  Well,  Mr.  McCandless,  I  am  one  of  those  States.  I 
will  not  issue  charter  and  allow  it  to  open  for  business  unless  it  has 
Federal  insurance — as  a  matter  of  public  protection,  frankly.  And  I 
think  the  dual  oversight  maintained  by  my  department  and  by  the 
Federal  Home  Loan  Bank  in  insuring  those  institutions  is  suffi- 
cient on  today's  market. 

And  I  will  submit  to  you  that  the  problems  that  we've  heard 
about  here  today,  the  nightmare  problems  that  we've  heard  about, 
have  occurred  during  changes  of  ownership  in  the  period  from  1982 
to  1984.  And  that  since  that  time — for  example,  not  until  last  year 
did  my  department  have  the  right  to  even  turn  down  a  change  of 
control  for  a  State  chartered  savings  eind  loan  association. 

We  now  have  that  authority  and  we  have  kept  a  number  of 
people  who  we  consider  to  be— I  believe  the  term  w£is  used,  well,  at 
any  rate,  entrepreneurs  from  the  system. 

Chairmem  St  Germain.  Use  the  term.  Use  the  term. 

Mr.  Bowman.  Well,  let's  see.  Somebody  used  it  earlier  and  it  was 
beautiful  and  I  wrote  it  down.  And  I've  lost  it  somewhere.  Let's 
just  say  they  were  half-liars. 
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But,  at  any  rate,  we  have  kept  a  number  of  those  people  out. 
And  the  new  charters  that  have  been  issued  in  the  State  of  Texas 
in  the  Ifist  4  or  5  years  do  not  represent  problems  in  any  instance. 

These  were  associations  that  were  of  a  size  to  be  attractive  to  the 
buyers  back  in  the  early  eighties,  when  the  word  "deregulation", 
frankly,  gentlemen,  was  misunderstood. 

An  entrepreneur  in  California  who  wanted  to  suddenly  inject 
himself  into  the  Texas  mystique  would  come  down  there  and  buy  a 
savings  and  loan  association,  which  he  then  believed  he  could  oper- 
ate with  impunity  and  with  very  little  oversight. 

Unfortunately,  in  some  cases,  that  appeeu's  to  have  been  true. 
And  these  things  got  out  of  hand.  But  I  will  tell  you  this,  that  we 
do  need  a  little  more  resolve,  frankly,  on  the  part  of  the  Justice 
Department  as  it  relates  to  punishing  some  of  these  people;  be- 
cause we  can  only  do  our  job  up  to  a  certain  level  and  then  it  be- 
comes their  responsihiUty  to  see  to  it  that  white  collar  crime  is 
punished  in  this  country. 

Mr.  McCandless.  Mr.  Chairman,  may  we  have  Mr.  McAllister 
respond? 

Mr.  McAllister.  I'd  be  happy  to  respond  to  that  question  if  you 
want. 

Well,  obviously,  we  wouldn't  be  here  today  if  the  FSLIC  insur- 
ance considerations  of  State-chartered  institutions  were  not  a  con- 
cern. I  would  just  observe  to  you  that,  over  the  long  haul,  the  bene- 
fits of  the  dual  chartering  system  has  resulted  in  tinancial  innova- 
tion and  change  in  the  system  and  has  served  our  consumers  well. 
And  I  would  hate  to  see  that  system  sacrificed  in  any  way. 

Mr.  McCandless.  Thank  you.  My  time  is  up. 

Chairmem  St  Germain.  Mr.  Bowman,  as  to  change  in  control,  do 
you  communicate  with — is  it  Mr.  Sexton  who  is  your  counterpart 
for  commercial  bank? 

Mr.  Bowman.  Mr.  Sexton  has  retired  now.  Mr.  Littlefield  is.  Yes, 
we  do. 

Chairman  St  Germain.  Well,  OK,  you  do.  So  you  know  if  there's 
a  high  flyer  who's  been  high-fiying  with  commercials.  And  then  if 
his  name  shows  up  as  wanting  to  acquire  a  couple  of  S&L's,  you 
can  use  that  knowledge.  And  you  are  given  that  knowlec^e? 

Mr.  Bowman.  Yes,  sir,  that  s  correct. 

Chairmem  St  Germain.  Thank  you. 

Ms.  Kaptur. 

Ms.  Kaptur.  Thank  you,  Mr.  Chairman.  I  want  to  thank  the 
cheiir  also  for  holding  expeditious  hearings  on  this  matter.  I  come 
from  the  State  of  Ohio.  We've  had  our  own  insurance  problems  in 
the  recent  past. 

I  wanted  to  take  the  opportunity  to  ask  the  witnesses  for  my  ben- 
efit—I've tried  to  get  through  some  of  the  testimony.  I  wasn  t  able 
to  hear  directly. 

Your  recommendations  on  the  one  or  two  most  significant,  specif- 
ic actions  you  think  this  committee  could  adopt  to  avoid  Texas  Life 
situations  that  are  due  to  economic  downturns  and  what  sounds 
like  some  gross  mismanagement  also  in  the  future,  you've  made  a 
whole  series  of  recommendations. 

Could  you  prioritize  them  for  me?  Perhaps  starting  with  Mr. 
Green,  Mr.  Selby? 
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Mr.  Green.  My  first  would  be  immediate  passage  of  the  FSLIC 
recap  bill.  And,  second,  to  include  in  that  an  ability  of  Uie  regula- 
tor to  define  safety  and  soundness.  I  think  that  those  would  be  my 
top  two  priorities. 

Ms.  Kaptuk.  Do  you  agree  with  that,  Mr.  Selby? 

Mr.  Selby.  I  agree,  yes.  I  agree. 

Ms.  Kaptur.  What  about  Mr.  McAllister  and  Mr.  Bowman? 

Mr.  McAllister.  One  of  the  things  that  I  would  like  to  see  is  a 
greater  reliance,  which  is  already  occurring,  on  the  supervisory  ca- 
pacity in  the  system.  I  think,  when  we  reflect  back  on  the  period, 
that  this  Bank  Board  will  find  that  they  had  to  attack  through  reg- 
ulation items  that  would  have  been  more  adeptly  handled  through 
supervision. 

So  I  think  a  continued  enhancement  of  the  supervisory  capacity 
is  called  for.  I  think  we  had  cases  were  we  got  behind  in  that  area, 
some  of  these  institutions  that  had  problems. 

Ms.  Kaptur.  I  wanted  to  pursue  that.  How  was  it,  as  I  read 
through  case  A  and  case  B,  how  was  it  that  the  super  growth  in 
some  of  the  mismanagement  and  so  forth,  why  wasn't  it  caught? 

Mr.  McAlusier.  I  think  it  was  caught  but,  initially,  they  didn't 
have  the  r^ulatory  tools.  We  didn't  have  the  growth  limitations 
regulation.  We  had  a  number  of  items  that  had  been  enacted. 

Unfortunately,  as  is  always  the  case,  the  problem  got  out  a  little 
ahead  of  the  cure.  But  I  do  think  we've  put  in  place  a  number  of 
regulatory  initiatives,  which  will  help. 

And  I  think,  with  the  moving  the  supervisor  into  the  district 
banks  where  we  can  hire  a  better  quality  of  examiner  and  the 
quantity  that  we  need  to  ensure  that  these  institutions  are  exam- 
ined on  a  regular  basis  is  a  huge  step  in  the  right  direction.  And 
quite  likely  to  prevent  the  occurrence  of  what's  taken  place  in 
'Texas  from  happening  again. 

Ms.  Kaptur.  Do  you  think  we  should  seriously  look  at  a  federal- 

S  regulated  system  of  consistent  appraisal  standards  as  a  part  of 
at  supervisory  process  in  the  future? 

Mr.  McAluster.  I  feel  that  the  appraisal  societies  are  capable  of 
coming  up  with  those  standards  and  that,  in  fact,  one  of  the  prob- 
lems that  the  Bank  Board  has  gotten  into  is  when  it's  gone  over 
and  tried  to  tell  the  appraisers  how  to  set  appraisal  standards,  or 
tell  the  accountants  how  to  set  accounting  standards. 

And  one  of  the  things  that  I  like  in  this  forbearance  approach  is 
that  it  leaves  those  two  aspects  to  the  experts  in  those  fields  and 
then  focuses  the  Bank  Board's  emphasis  on  what  should  be  net 
worth  standards  and  operational  procedures.  So  that  everybody 
stays  within  their  own  domain,  which  I  think  will  serve  the  indus- 
try  better  over  the  long  haul. 

Ms.  Kaptur.  Mr.  Bowman,  did  you  have  any  comments  on  my 
first  question,  the  most  significant  actions  that  we  might  take? 
Your  priorities? 

Mr.  Bowman.  Yes,  Ms.  Kaptur.  I  think  the  one  thing  that  I 
would  like  to  see  more  than  anything  else  is  in  Mr.  Bartlett's  bill, 
and  that  is  to  remove  FSLIC  from  its  budgetary  and  personnel  con- 
straints so  that  they  can  begin  to  build  a  structure  within  the  Bank 
Board,  or  outeide  the  Bank  Board,  either  way,  that  can  begin  to  ad- 
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dress  these  problems  and  bring  some  discipline  to  the  system  from 
the  viewpoint  of  the  Fund  itself. 

I  think  it  needs  to  be  managed  properly.  I  think  it  needs  to  have 
extremely  talented  staff,  and  I  think  these  people  need  to  be  paid  a 
career  salary,  not  to  look  on  this  as  a  stepping  stone  to  h^her 
office,  but  a  man  who  will  go  in  there  to  seek  to  solve  the  problems 
on  a  day  to  day  basis  and  not  continually  be  part  of  the  revolving 
door  that  has  lieen  the  directorship  of  FSLIC, 

Ms.  Kaptur.  We  have  that  problem  in  other  parts  of  the  govern- 
ment, too,  I've  learned  since  arriving  here. 

Mr.  Bowman.  Well,  I  submit  to  you  that  the  industry  will  pay 
the  tab.  It  makes  no  difference  about  the  budgetary  restraints.  The 
savings  and  loan  industry  wants  to  gain  the  respect  of  the  Ameri- 
can public,  which  it  feels  we  have  lost  to  some  extent,  and  the  cost 
of  whatever  it  takes  to  make  FSLIC  operable  from  a  personnel 
standpoint,  I  submit  to  you  the  industry  will  be  very  happy. 

Ms.  Kaptur.  I  also  wanted  to  ask  one  final  question,  perhaps  to 
Mr.  Selby  or  Green,  whoever  wants  to  comment  on  this.  And  that 
is,  if  we  were  to  adopt  the  GAAP  recommendations,  how  would 
that  affect  the  designation  of  institutions  that  you  have  given  us?  I 
mean,  you  said  56  percent  were,  or  58  percent  were  in  relatively 
good  conditions.  Some  were  in  here.  And  9  percent  were  troubled 
and  disaster — or,  yes,  here  it  is  on  page  8, 

I'd  like  to  know  if  those  generally-accepted  accounting  principles 
were  applied,  would  those  numbers  change? 

I'm  wondering  what  the  relationship  is  between  the  GAAP 
and 

Mr.  Selby.  I'm  tifraid  I'm  not  an  accoimting  expert.  And  GAAP 
is  a  method  of  financial  reporting  that's  suppcwed  to  be  a  standard- 
ized method  of  financial  reporting. 

Being  a  banking  regulator  and  now  a  thrift  regulator,  unfortu- 
nately, GAAP  and  the  accounting  profession  does  not  take  into  con- 
sideration an  insurance  at  the  Federal  level  of  the  association,  be- 
cause that's  part  of  the  whole,  you  know,  the  valuation  of  Eissets. 

If  an  association  has  to  be  liquidated,  what  is  the  value  of  the 
asset  as  far  as  the  insurance  fund  is  concerned? 

I  don't  Uiink  GAAP  drives  the  valuation  of  assets,  or  would  nec- 
essarily contradict  whatever  systems  we  have  of  valuating  the 
assets.  It's  confusing  to  me,  and  I'm  not  an  accountant. 

But  I  think  part  of  our  problem  has  been — and  the  banking  agen- 
cies have  resisted  very  vigorously  GAAP  accounting.  They  also 
have  had  r^ulatory  accounting,  and  they  still  do  it. 

For  instance,  they  do  not  allow  good  will  in  unlimited  amounts 
be  counted  in  capital  of  the  associations;  they  restrict. 

Chairman  St  Germain.  The  time  of  the  lady  has  expired. 

I'm  now  going  to  call  on  Mr.  Roemer.  Before  I  do  that,  I  want  to 
state  that,  once  he  completes  his  questioning,  we  will  recess  for  10 
minutes  to  vote  on  the  approval  to  the  journal  of  yesterday's 
record.  Then  we  will  return  and  resume  with  this  panel, 

Mr.  Roemer. 

Mr.  Roemer.  Thank  you,  Mr.  Chairman.  I'll  keep  it  short.  Three 
questions.  One  to  Mr.  Green. 

As  I  understand  it,  you  support  FSLIC  recap  and  a  forbearance 
"  'mponent? 
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Mr.  Green.  There  are  nuuiy  elements,  Conffressman  Roemer,  of 
the  forbearance  that  I  am  very  supportive  of.  As,  you  know,  a  prac- 
tical matter,  I  would  hope  that  the  Congress  would  give  some  guid- 
ance, but  that  the  Federal  Home  Loan  Bank  Board  would  be  re- 
sponsive in  the  r^ulations  to  those  items  of  guidance. 

Mr.  ROEMEB.  I  near  you.  I'm  not  trying  to  pin  you  as  to  what 
exact  forbearance. 

Mr.  Green.  Yes. 

Mr.  RoEUBR.  But,  a  forbearance  component? 

Mr.  Green.  Yes,  sir. 

Mr.  RoEHER.  OK.  If  that's  true,  what  does  the  future  look  like 
for  you  in  terms  of  the  number  of  S&L's  in  Texeis,  the  hit  to  the 
Fund?  What  can  we  expect  if  you  get  what  you  wish  in  terms  of 
legislation?  What  will  the  next  2  or  3  years  look  like,  in  your  opin- 
ion? 

Mr.  Green.  Well,  the  great  thing  about  the  FSLIC  recapitaliza- 
tion bill  would  be  to  give  us  sufficient  funds  to  go  ahead  and  close 
those  institutions  that  are  hopelessly  insolvent. 

Mr.  Roemer.  How  many  of  those  are  there? 

Mr.  Green.  It's  about,  as  I  mentioned  in  my  oral  testimony, 
about  9  percent  of  the  institutions  that  we  feel  like  are  not  viable 
institutions  at  this  time.  And  those  would  be  over,  beisically,  a 
number  of  years. 

But,  some  of  those  that  are  the  ones  that  are  most  hopelessly  in- 
solvent, that  are  in  the  MCP  progrfmas  and  institutions  like  that, 
are  complicating  the  marketplace  phenomenonly  by  paying  up  for 
interest  rates,  you  know,  100-150  basis  points  above  market. 

As  we  get  rid  of  those,  it  allows  that  next  eschelon  of  institutions 
that  have  been  economically  depressed  to  have  a  better  chance  to 
make  it,  because  we  would  have  a  phenomenal  amount  of  extra 
money  being  made  because  of  not  having  to  pay  up  because  of  com- 
petitive pressures. 

Mr.  Roemer.  I  understand  that,  and  the  point's  well-taken.  Now, 
but  one  of  the  charges  has  been,  perhaps  a  mischarge,  is  that  if  you 
get  the  FSLIC  degree  cap  of  the  Treasury  version,  that  you  will 
then  poet-haste  close  a  number  of  institutions. 

Now,  I  want  you  to  take  a  Texas  view  for  me,  or  you  can  expand 
it  throughout  your  region. 

Is  that  true?  And  give  me  a  number,  in  your  mind. 

Mr.  Green.  Well,  we  have  about  20,  Congressman  Roemer,  26  or 
28  in  the  MCP  program,  which  are  hopelessly  insolvent.  That 
would  be  the  primary  core  that  it's  my  feeling  we  should  work 
from. 

There  are  maybe  a  few  others  that  are  not  in  that  group  now 
that  probably  should  be,  but  the  great  minority  are  already  in  the 
MCP  program  that  we've  already  identified. 

Mr.  Roemer.  What  will  the  cost  be  to  the  insurance  fund  if  you 
do  what  you  just  said  you  would  do? 

[Pause.] 

Mr.  Green.  I'm  estimating  that  over  the  5-year  period  of  time,  as 
we  are  envisioning  the  administration  recap  bill,  that  we  probably 
could  be  talking  about  5  to  8  billions  of  dollars. 

Mr.  Roemer.  Just  in  your  regions? 

Mr.  Green.  Yes,  sir. 
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Mr.  RoBMER.  My  God. 

Question  number  two.  What  about  the  idea  written  in  the  Wall 
Street  Journal  and  the  Washington  Post  recently  about  a  merger 
of  the  two  insurance  funds? 

What's  your  position  on  that? 

Mr.  Green.  Congressman  Roemer,  I'm  absolutely  opposed  to 
that.  1  feel  like  that  this  would  not  be  in  anyone's  best  interest, 
either  industry  nor  the  public's  best  interests. 

Some  of  the  proponents  of  this  I  think  are  under  the  false  im- 
pression that  this  would  mean  that  they  can  take  the  $16-17  billion 
that's  in  the  FDIC  fund  and  use  that  to  solve  the  FSLIC's  prob- 
lems. 

And  if  this  came  about,  my  interpretation  of  what  the  heeid  of 
the  FDIC  and  the  Treasury  Secretary  Gould  said  was  that  what 
we're  talking  about  is  merging  the  r^ulatory  process  and  not 
using  bank's  funds  to  solve  FSLIC's  problems. 

And  so  it's  my  feeling  that  the  regulatory  process  that's  all 
housed  in  one  agency,  both  regulatory,  insurance  and  supervision, 
is  a  superior  system  to  what  the  commercial  banks  has.  And  I 
would  want  us  to  think  long  and  hard  before  we  do  away  with  that. 

Mr.  Roemer.  So  I'll  put  you  down  as  doubtful  on  that  proposi- 
tion. 

Mr.  Green.  Absolutely. 

Mr.  Roemer.  OK.  My  time's  expired.  Mr.  Chairman,  I  got  your 
question  you  wanted  me  to  ask,  but  I  can't  read  your  handwritii^. 
IXaughter.] 

Mr.  Roemer.  OK. 

Thank  you,  Mr.  Green. 

Chairman  St  Germain.  The  subcommittee  will  be  in  recess  for  10 
minutes. 

[Recess.] 

Chairman  St  Germain.  The  subcommittee  will  come  to  order. 
The  cheur  recognizes  Mr.  Vento, 

Mr.  Vento.  Thank  you,  Mr.  Chairman. 

Mr.  Bowman,  today,  Mr.  Green  and  Mr.  Selby  went  through 
three  examples  that  apparently  are  familiar  to  you,  A,  B,  C.  I  see 
the  charts  are  not  here  right  now. 

But,  with  regards  to  the  association,  and  you  had  an  association 
with  those  three  institutions,  did  you  not? 

Mr.  Bowman.  Yes,  sir. 

Mr.  Vento.  And  do  you  disagree  with  the  statements  that  have 
been  made  today  by  Mr.  Green  or  Mr.  Selby  with  regards  to  the 
Federal  Home  Loan  Bank  Board  disposition  and  treatment  of 
those?  The  regulatory  process  that  took  place? 

Were  these  State  chartered  institutions?  Were  they  not? 

Mr.  Bowman.  A  and  B  were  State  chartered  institutions.  C  is 
fairly  characteristic  of  several  aissociations,  and  I'm  not  sure  which 
one  that  one  represented. 

Yes,  sir,  A  and  B  were  both  State  chartered  institutions. 

Mr.  Vento.  Do  you  agree  with  the  summation  that  has  gone  on 
with  regard  to  these  institutions? 

Mr.  Bowman.  You  mean  do  I  agree  with  the  way  the  FSLIC  han- 
dled the  cases? 

Mr.  Vento.  Yes. 
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Mr.  Bowman.  Well,  Mr.  Vento,  this  is  like  a  question  that  was 
asked  by  Mr.  Barnard  on  the  Empire  case:  If  I  had  it  to  do  all  over 
again,  would  I  do  it  the  same  way?  And  the  answer  is  no. 

I  think  we  had  to  learn  from  both  these  cases.  I  think  the  FSLIC 
action  in  both  of  these  associations  could  have  taken  place  much 
sooner  than  it  did.  However,  It  would  have  happened  prior  to  Mr. 
Green  or  Mr.  Selby's  afHliation  with  the  Dallas  Bank. 

In  my  opinion,  Association  A  festered  far  too  long  before  any- 
thing was  done.  Association  B  was  handled  probably  about  eis  fast 
as  it  could  have  been. 

So  I  would  say  that  with  regard  to  A,  it  was  handled  too  slowly, 
in  my  opinion;  and,  B,  I  think  it  was  probably  handled  as  fast  as 
the  regulatory  process  would  allow. 

Mr.  Vento.  Mr.  Bowman,  you  seem  to  be  suggesting  that  there  is 
an  area  of  subjective  judgment  involved  in  some  of  the  r^ulatory 
decisions,  a  substantial  area  of  subjective  judgment  that's  involved 
in  the  regulatory  decisions. 

Mr.  Bowman.  Well,  I  think  that's  true  in  the  case  of  A,  yes,  sir. 

Mr.  Vento.  The  Empire  case  is  a  case  that  you  were  involved 
with  and  that  had  assets  that  totalled  $12  million.  By  December 
1983,  its  assets  had  grown  to  $315  million.  In  1981,  they  were  $12 
million. 

And  by  the  time  they  got  done,  they  exceeded  their  book  value 
by  45  percent.  Is  that  the  Empire  case?  This  is  as  reported  by  the 
GAO  to  us. 

Mr.  Bowman.  Yes,  sir,  that's  substantially  correct. 

Mr.  Vento.  They're  going  to  testify  to  that  today. 

And  what  were  the  substantial  investments  in  Empire?  Were 
they  traditional  thrift  and  loans? 

Mr.  Bowman.  They  were  condominiums. 

Mr.  Vento.  Construction  loems. 

Mr.  Bowman.  Almost  exclusively  condominiums. 

Mr.  Vento.  Eighty  percent. 

Mr.  Bowman.  Six  thousand  condominiums. 

Mr.  Vento.  Mr.  Bowman,  in  the  recent  article  that  I  have  here 
from  the  Dallas  Herald  article,  you  were  quoted  as  saying  that  the 
Speaker,  then  Majority  Leader,  acted  properly  in  delaying  the 
FSLIC  bUl 

"The  people  in  Washington  have  the  means  to  destroy  the  Texas 
savings  and  loan  industry  if  we  are  not  careful." 

Is  this  an  accurate  quote. 

Mr.  Bowman.  Yes,  sir. 

Mr.  Vento.  If  so,  in  referring  to  the  "people  in  Washington",  are 
you  referring  to  the  Congress,  to  the  Federal  Home  Loan  Bank 
Board,  or  both?  Please  explain. 

Mr.  Bowman.  I  was  referring  to  the  Federal  Home  Loan  Bank 
Board. 

Mr.  Vento.  In  what  respect  do  you  believe  they  have  the — what 
actions  did  they  take  that  were  going  to  destroy  the  Texas  savings 
and  loan  industry? 

Mr.  Bowman.  When  I  say  they  have  within  their  power  the  abili- 
ty to  do  it,  I'm  talking  about  the  liquidation  of  assets,  as  I  referred 
to  earlier. 
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Mr.  Vento.  Mr.  Bowman,  given  the  fact  that  the  Federal  Home 
Loan  Bank  Board  has  alleged  fraud  and  numerous  other  impropri- 
eties in  certain  Texas  State  Chartered  S&L's,  isn't  the  Federal 
Home  Loan  Bank  Board  justified  in  some  of  its  actions  in  certain 
cases?  In  light  of  these  abuses  that  have  been  uncovered  thus  far? 
In  fact,  you  referred  to  the  fact  that  you  thought  the  Justice  De- 
partment ought  to  be  more  a^ressive  in  pursuing  some  of  these 
issues. 

Mr.  Bowman.  Oh,  I  take  no  issue  with  the  fact  that  we  should 
have  taken  aggressive  action  in  many  cases  in  Texas.  Those  cases 
that  involved  fraud.  Now,  they  certainly  do  not  reflect  the  m^ority 
of  the  problems  that  we  have  there  today. 

They  are  very  dynamic  cases  and  they  show  well  on  the  charts. 
But,  in  fact,  that  is  not  the  basic  problem  of  the  Texas  S&L  indus- 
try today  because  both  the  Dallas  Federal  Home  Loan  Bank  eind 
my  department  feel  we  have  our  hands  around  the  throats  of  the 
people  who  have  perpetrated  fraud  in  that  industry. 

And  we  do  not  need  to  worry  about  those  people  any  more.  Now, 
we  have  to  worry  about  cleaning  up  the  mess  that  they  created. 
But  we  will  not  again  see  a  proliferation  like  we've  seen  in  the  last 
three  or  four  years. 

Mr.  Vento.  Have  you  referred  these  instances  to  the  Federal  at- 
torneys in  the  area? 

Mr.  Bowman.  Yes,  sir. 

Mr.  Vento.  Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Bartlett, 

Mr.  Bartlett.  Thank  you,  Mr.  Chairman. 

Mr.  Green,  I  want  to  make  certain  that  the  committee  is  crystal 
clear  on  something.  I  think  you've  said  it.  You  reveiwed  and  you've 
testified  in  general  support  of  most  of  the  items  in  H.R.  1063,  the 
forbearance  and  reform. 

As  I  understand,  you  would  have  that  coupled  with  the  full  re- 
capitalization. 

Are  there  any  provisions  that  have  been  proposed  under  the  gen- 
eral generic  term,  "forbearance",  or  in  H.R.  1063,  that,  in  your 
opinion,  could  in  any  way  prevent  you  from  closing  those  institu- 
tions that  need  to  be  closed,  or  from  resolving  the  problems  of 
those  institutions  that  are  deeply  insolvent  and  beyond  prospect? 

Mr.  Green.  I  do  not  believe  so.  Congressman  Bartlett. 

However,  I  do  want  to  reiterate  my  feeling  that  the  amortization 
of  loan  losses  over  the  5  to  10-year  period  is  not  an  appropriate 
thing  because  of  its  departure  from  GAAP  and  our  need  to  move  in 
that  direction. 

Mr.  Bartlett.  I  understand.  You  oppose  amortization  of  loan 
losses.  You  would  suggest  some  ways  to  streamline  the  appeals 
process,  although,  conceptually,  you  support  that. 

And  the  rest  of  it,  you  support.  And  as  I  understand,  there  are 
other  items  of  regulatory  reform  that  you  would  add  to  it. 

Is  that  correct? 

Mr.  Green.  Well,  I  think  that  maybe  that  you're  referring  to, 
you  know,  many  suggestions  that  have  been  made  in  the  area  of^ 
most  of  which  I  think  the  Federal  Home  Loan  Bank  Board  has  re- 
sponded to  in  recent  announcements,  that  the  District  Banks  have 
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from  time  to  lime  rerximmenapc  u-  thr  Rnnk  TVvitv  njvi  ««.  .■-,  rs>'vH 
mattn-  for  their  consid{irfir.ior. 

It's  my  feelinf  that  jr  m»vi  .1:  thivc  innlftrs'ov  i}^-  Vr«rfrr^; 
Home  Loan  Bank  B:>Brc  has  S«>n  \tt>  svupiMisiw  tr  tv^mr  of  ihr 
concerns  thai  we  all  haw  ahoui  f?f>11iiv  «*  ni«n>  tM  i>w«c  in«tiiii 
tions  through  this  ver>-  difficull  p<•ri^x^  .M  tinic  «*  w-r  pl^*el^^i^  .-rtn 

Mr.  Babtlett.  Mr.  Green.  1  »-ant  yoii  to  br  \v)\  .'m-rriil  nK'iii 
your  words,  ">-er>'  responsiw". 

Had  you  recommended  some  or  .ill  of  thf>  nv-liono  ihnt  ihr  t^nnV 
Board  took  last  week?  Had  vou  rptN^nimrmloil  thty>i>  to  thorn  m  <hf 
past? 

Mr.  Green.  Congressman  Bartletl.  wr  \\n\f  tiilti)>it  nlvnii  nn't  1 
have  recommended  many  of  thom>  iti<mK.  ninl  tlio  Umik  Umitrl  lino 
tteen,  you  know,  studying  those  ilenii*. 

Mr.  Bartlett.  How  long  had  tlii\v  Ivcn  Hinlyitiii  Ihi-io  IwOnt' 
they  adopted  them? 

Mr.  Green.  Well,  I  think  that,  you  know.  IhioKn  llh»  ll)><  ita«<( 
classification  regulation,  ever  Hincr  iIr  lui'ii  mldplfi).  y'ni  Ittmw 
there's  been  considerable  dialouue  )H't.wi<r>ri  1lii<  fllnltlil  hmika  nit'l 
the  Federal  Home  Loan  Bank  Bnard  rt-|{nnliri|f  Mpiit  ((iMtliKlni  tv|ir. 
issue.  And  that  has  been  a  number  of  yi-iirn 

Mr.  Bartlett.  That  has  been  for  iiJrfi'inl  n  yfm''  h  Itml  fo-t 
since  it  was  adopted  for 

Mr.  Green.  Yes.  But,  let  me  say  that,  rlpirint;  Itm'  (■'•rt'Kl  'rF  htw, 
that  we  were  all  gaining  exp*;ri«;nr*r  with  thit  fwrfi'r)j«r  t<t-n  f'i'il 
erf" the  industry.  And  I  think  all  'A  us  wr*-  ■fr/  'f»itffft*iif  '/f  *>•" 
fact  that  this  was  a  too!  that  ihft  inrfustry  r>^«/|M  '^  tK*-  ft^f-}\n^'tr^ 
process  needed  verj'  miicr.. 

Sir.  Bahtlett  WeL,  .ft*,  .r.ft  ^-St  -.;i',^  an  fur  ax  'r.n*  ,,riP  -/  .» 
Had  the  Bank  Bear"!  5i:*-«;  "tr.  .-»«ai''!  v,  v.*  j-  -;,)™-<''■^•  ■'.-  -r 
asset  repilatioc  ar.<i  -,rj-.ftr  .-.er  w-,r*r.  /,,-,>i«i  -/  -n'',-^  '  1  -".-- 
timely  manner  wji-ri  v;ii  -a-'^  -/»<>r.  -ti-.io  /,  -,«»'*.-  -.'<:,■.■,.  ^« 
safety  and  soundness  zw-'.cjvk  .:■.  ^i.Hti-r^  Y- 

Would  '±s  iiuiatxn  -,e  la  -.art  w  f  <t  •-^ay  -S4f{  ,-vj  -«'!  -'.—  / 
a  timely  chanija  ^n  w.mft  "-•'  ;-rju>  -:-.fin4t,>a  -■«*  j-%—.  -',r?^  -i?^ 
week? 

Mr.  Green.  It — ^^r-^^^,[■,^^.s  -ur;-!  ji  -■><■  ,*.'ii->i/  .v.tI  ■■■•"  '•■-  — 
plemented.  I  ihink  lart  -:ip-  -.<«•-.   Ir.np  ^^-.-  /..joi-,     ft.  -.fr--'    i   - 

stituticna  pmbaoiv  voiji.t  isv.  .-r.^-^.-^  -^/iti^.--     v .-    -    v..    -t* 

sericua  ind  ?r:Bvoiifl  •-■a*^    '■'■?■.'    '-—.if   ■"...'!    t;        -.,■'■    •      -■  ■     r^.-- 
acied  apon  jUfit  .n  -\'.f-  r.^r.-.pr    :-;*;■    :-a-     ;(■-.   .t^c-     •■'     .--..j.-- 

ly. 

That  .fl-  /''u  -p  's^\\\t.s    .~     '■  <■     '■*-■  ■  ■  -■■■■     ■      -         ■■':-■'  ■*  ■  ' 

that  "wouid  inwenr    r.:    —  ■•    ■■'■.     -    -        jc    .  -■-  ■         •.■<— 
percent  you  .•eterrprt    .--■ 

it.  Green.  Thar-    r-.—^-f.     ■  ■ 

Mr.  aABTLaTT-  ■I'lt!", -..-.<-  :r    :; 

Mr.  Green  'V'r.h.  -t:  ■  ■.-■  ■■  •  ---  -  r----"  •"  -- 
about  the  letiftrrai    .t    /i;>r      ««     "  -    ■-     -^----v     -=. 

Aad  [  miuid  lot  1^  -nr^nr^r-  .  ■  ;  -:  ■  -'■-  •■-■  -=  ■-«»  f  -  -i* 
thrust  if  it.  .a  ^ond. 

Mr.  BartlbtT- .^rfr   V«---'-         •-■-  -•■-*   ■i*on^\t^ti       •■ 

the  surrent  situation    r\    -— ■-  ■-*     ■  .•  -  ■'^■-•j    '~^ -itfM 
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variously  referred  to  here  as  high-fliers  or  others?  The  9  percent, 
or  the  extremely  troubled  institutions,  the  results  of  aggregious 
mismanagement  practices. 

In  your  opinion,  are  the  shareholders  or  management  of  those  in- 
stitu&ons  still  in  control?  That  is,  if  we  were  to  do  something  in 
the  area  of  forbearance,  to  use  a  rather  broeid  term  that's  often- 
times overused,  would  that  have  any  effect  on  those  e^gregious  in- 
stitutions? 

Mr.  Bowman.  Mr.  Bartiett,  your  point's  well-taken.  The  associa- 
tions that  were  referred  to,  I  lielieve,  without  exception,  by  Mr. 
Green,  at  least  those  that  are  State  chartered,  are  all  presently 
under  the  supervisory  control  of  the  State  of  Texas. 

We  have  people  in  those  associations.  The  stockholders  have 
been  removed  from  control  without  exception,  and  the  people  who 
would  profit,  the  people  who  would  profit  from  the  forbearance  in  a 
particular  project,  in  my  opinion — and,  Eigain,  I  am  not  a  lawyer — 
but,  in  my  opinion,  the  proper  management  of  a  project  would 
result  in  a  savings  to  the  FSLIC,  and  certainly  not  a  windfall  to 
stockholders  who  have  already  been  removed  from  control. 

Mr.  Bartlett.  Mr.  Green,  is  that  the  case  with  the  two  exeimples 
you  used  of  Institution  A  and  Institution  B? 

Mr.  Green.  I'm  not  sure  that  I  completely  eigree  with  what  the 
Commissioner  is  saying  regarding  projects.  However,  you  could  uti- 
lize FASB  15  very  appropriately  on  individual  projects.  And  that 
I'm  ven'  supportive  of 

Mr.  Bartlett.  My  time  is  expired.  Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Gonzalez. 

Mr.  Gonzalez.  Thank  you. 

Gentlemen,  thank  you  very  much  for  appearing  here. 

I  think  in  the  case  of  Mr.  McAllister,  when  he  was  here  with — 
the  U.S.  League  spokesman,  I  recognized  him  quickly,  and  knowing 
that  he  comes  from  the  area  that  I  come  from  and  that  he  repre- 
sents probably  the  largest,  now,  S&L  in  Texas,  that  we  should  have 
him,  and  the  Chairman  was  very  kind  in  recognizing  him  for  unan- 
imous consent  request. 

But  at  this  point  I  am  looking  at  it  like,  well,  Lyndon  Johnson 
used  to  complain  bitterly  that  he  fought  to  death  for  the  27  Vz  oil 
depletion  and  all  he  got  in  thanks  was  cuss  words  from  those  100 
percent  Republican  oil  men. 

So,  you  know,  the  Speaker  when  he  wants  somebody  to  go  down 
there  to  Texas,  well,  he  will  get  the  real  powers  that  be,  and  I  am 
just  a  little  VIP,  a  very  important  peon.  [Laughter.] 

And  Mr.  McAllister  knows  that  pretty  well,  and  just  like  my  San 
Antonio  Chamber  of  Commerce,  these  financial  institutions  in 
Texas  don't  have  many — or  if  they  do,  they  are  small — Democrats, 
and  the  charges  I  had  heard  last  October,  as  we  were  closing  out 
the  99th,  were  that  the  Board  was  discriminatory  and  selective  in 
who  it  wanted  to  save  and  who  it  didn't  want  to  save,  and  of  course 
that  stands  to  reason. 

When  you  get  into  this  kind  of  bind,  since  everybody  was  sowing 
to  the  wind  and  you  are  reaping  the  whirlwind,  the  CEise  becomes, 
you  know,  as  to  the  strong,  powerful  survive,  the  others  don't. 

Has  anybody  given  any  thought  to  what  number  of  minority  in- 
stitutions are  involved  here  in  Texas?  Minority  savings. 
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Yes,  Mr.  McAllister. 

Mr,  McAujsTER.  I  couldn't  answer  that,  but  as  I  look  at  the  sta- 
tistics of  the  savings  and  loans  in  Texas,  it  is  amazing  to  me  that  a 
number  of  small  to  medium  size  shops  are  still  in  quite  good  shape 
and  that  some  of  the  larger  ones  are  in  worse  shape. 

So  I  think  that  this  forbearance  will  not  just  benefit  the  large 
institutions.  There  are  going  to  be  a  lot  of  the  smaller  ones  that 
have  served  their  communities  well,  that  haven't  engaged  in  these 
speculative  practices  that  will  benefit  from  them. 

I  CEin't  tell  you  specifically  how  many  Etre  minority  institutions. 
Congressman  Gonzalez. 

Mr.  Gonzalez.  Well,  I  have  heard  all  kind  of  horror  stories,  but 
frankly  I  think  in  a  certain  way  Texas  has  kind  of  been  pounced 
upon.  I  think  if  we  were  to  have  this  same  focus  of  national  atten- 
tion on  California,  the  Texas  case  would  look  like  a  Boy  Scout 
Troop  court  of  honor. 

The  basic  thing  we  have  here  legislatively  confronting  us  is  this: 

Are  you  gentlemen  in  support  of  the  $15  billion  request  for  the 
recapitalization  of  FSLIC  over  a  5-year  period? 

Mr.  Green.  I  am.  Congressman  Gonzalez. 

Mr.  Gonzalez.  With  no  oversight  from  the  Congress? 

Mr.  Green.  Oh,  no,  air.  In  fact,  we  are  supportive  of  oversight 
from  the  Congress  through  periodic  reports,  through  OMB  audits  of 
that  process.  In  fact,  we  think  that — or  GAO  audits — we  think  that 
should  be,  you  know,  a  continuous  process,  sir. 

Mr.  Gonzalez.  But  we  have  had  that  all  along.  We  were  assum- 
ing we  had  it. 

I  saw  the  article  that  appeared  in  the  Texas  last  week  attributed 
to  you,  Mr.  Green.  It  was  a  pretty  devastating  assessment. 

Is  $15  billion  going  to  be  enough,  and  what  is  going  to  be  the 
composition  of  this  board  3  months  hence? 

It  is  in  a  state  of  flux.  Nobody  knows  who  is  going  to  be  there 
and  much  less  who  will  be  Chairman  in  less  than  3  months. 

I  have  had  some  spokesmen  for  part  of  the  industry  suggesting 
that  the  Congress  grant  considerably  less  on  a  2-year  hold,  and  the 
other  is  the  question  of  forbearance. 

Now,  you  pointed  to  Case  A.  Case  B,  but  I  find  that  even  after 
speaking  with  the  Attorney  General  of  Texas,  who  was  the  first 
one  to  communicate  the  complaints,  and  I  requested  as  of,  oh,  5 
months  ago  that  I  be  given  just  one  specific  case.  None  has  been 
forthcoming. 

I  had  a  visit  with  Mr.  Bowman  about  3  weeks,  SVz  weeks  ago, 
and  I  asked  for  the  same  thing,  and  I  haven't  seen  any  real  specific 
CEtse  where  a  pattern  or  even  one  instance  of  discriminatory  deci- 
sions have  been  made. 

I  think  that  the  red-lining  charge  comes  from  the  fact  that  poten- 
tial investors  trying  to  rescue  at  least  some  of  these  outside  of  the 
State  of  Texas  are  being  advised  by  the  Home  Loan  Bank  Board 
somewhere  that  they  don't  advise  it. 

Now,  whether  that  is  true  or  not,  I  don't  have  any  way  of  know- 
ing, but  it  seems  to  me  that  if  we  are  talking  about  forbearance 
there  is  no  way  we  can  write  a  law  that  is  going  to  sc —  '    "    "wnt 
and  the  proper  judgment  valuation  processes  to  tha 
I  just  don't  see  how  we  can  do  it. 
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So  the  question  really  reduces  itself:  is  $15  going  to  be  enough 
even  on  a  5-year  term  or  a  3-year  term? 

And  from  what  you  say  and  what  you  indicate  and  what  has 
been  said  back  home  in  Texas,  frankly,  I  don't  think  so. 

My  time  is  up. 

Mr.  Green.  Mr.  Gonzalez,  let  me  just  quickly  respond  and  say 
that  the  $15  billion,  which  was  envisioned  in  the  bill,  when  coupled 
with  the  other  cash  flows  of  the  FSLIC,  would  give  about  $25  bil- 
lion during  that  5-year  time  for  case  resolution,  and  it  is  our  feel- 
ing that  that  would  be  a  sufficient  amount  to  do  just  that. 

To  your  comment  regarding  red-lining,  let  me  say  that  there  is  a 
market  red-lining  to  a  degree,  but  let  me  assure  you  that  my  fellow 
regulators  within  the  industry  are  not  a  party  to  that.  They — in  ad- 
dition to  feeling  honestly  that  way,  they  have  recently  received  a 
directive  from  the  Federal  Home  Loan  Bank  Board  saying  that  you 
in  no  way  will  red-line  or  suggest  that  any  institution  not  make 
loans  in  the  Texas  area  and  that  they  use  the  same  prudent  under- 
writing guidelines  that  they  use  across  the  Nation. 

Ilie  third  brief  point  is  that  I  would  be  pleased  to  meet  with  you 
personeilly  at  any  time  at  your  convenience  to  talk  with  you  and 
your  Stan  about  the  problems  in  Texas. 

Mr.  Gonzalez.  Mr.  Chairman,  may  I  ask  unanimous  consent  to 
be  allowed  one  additional  minute? 

Chairman  St  Germain.  Is  there  objection? 

[No  response.] 

Chairman  St  Germain.  The  Chair  hears  none. 

Mr.  Gonzalez.  Well,  let  me  say  I  thank  you  very  much,  Mr, 
Green,  and  probably  I  will  be  trying  to  contact  you,  I  am  very 
much — naturally  very  much  concerned. 

But  the  reason  I  wanted  that  one  additional  minute  is  that  what 
do  you  do  in  a  situation  where  you  have  this  kiting  in  the  capitali- 
zation structure  of  these  institutions  based  on  land  values? 

And  I  think  Mr.  McAllister  will  back  me  up  and  check  me  if  I 
am  wrong.  In  my  area  alone  in  the  1985,  by  the  end  of  1985,  land 
values  had  dropped  over  40  percent. 

What  do  you  do  in  that  case,  where  you  have  had  institutions 
that  got  loaded  with  land  that  had  been  purchased  at  $1000  an  acre 
but  is  put  down  at  $10,000  an  acre  and  now  that  the  market  is 
gone,  you  itnow,  seeking  its  level,  what  do  you  do  in  a  case  like 
that? 

Mr.  Green.  Well,  for  those  institutions  that  are  cai^ht  where 
they  made  a  prudent,  well-underwritten  loan  at  the  time  that  they 
made  it  and  are  cai^ht  in  a  downturn  because  of  those  values,  it  is 
our  feeling  that  the  new  thrust  of  the  Board  and  our  actions  say 
that  we  support  giving  those  people  formal,  informal  forbearances, 
whatever,  in  order  to  allow  them  time  to  come  back,  for  those 
values  to  return. 

For  those  people  who  abused  the  system  and  took  a  $1000  parcel 
of  land,  $1000  per  unit,  and  made  a  loan  of  $10,000  per  unit  on  it, 
and  it  is  now  down  to  $800  per  unit  in  value,  we  feel  that  those 
people  must  be  treated  completely  differently  and  that  those  people 
are  abusing  the  system  and  should  not  be  within  it. 

Mr.  Gonzalez.  My  time  has  expired,  so  I  will  have  to  submit 
some  questions  in  writing. 
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Mr.  GsBEN.  I  will  be  glad  to  respond. 

Mr.  Gonzalez.  Thank  you  very  much. 

Chairman  St  Gebmain.  Gentlemen,  we  have  discussed  briefly — I 
did  with  Mr.  Bowman — the  change  of  control  statute  and  the  fact 
that  it  has  not  been  too  carefully  administered. 

Now,  there  were  two  S&Ls,  Ben  Milam  Savings  &  Loan  and  Mer- 
cury Savings  and  Loim.  I  am  told  that  both  of  these  associations 
were  placed  in  a  management  consignment  pn^ram  in  March 
1986,  which  would  mean  they  are  now  being  run  by  a  conservator- 
ship and  therefore  are  technically  open  institutions. 

b  that  an  accurate  statement,  gentlemen?  Mr.  Selby  or  Mr. 
Gr«en? 

Mr.  Grkbn.  Yes,  sir. 

Chairman  St  Germain.  Now,  on  Januaiy  13th  of  this  year  there 
was  a  United  States  District  Court  case  that  was  decided  relating 
to  an  action  brought  by  Mr.  John  B.  Haroldson.  The  case  identifies 
this  gentlemen,  Mr.  Haroldson,  as  the  100  percent  owner  of  the 
outstanding  stock  in  both  associations. 

Would  any  of  you  gentlemen  know  when  Mr.  Haroldson  became 
the  owner  of  those  institutions? 

Mr.  Bowman.  January  of  1984. 

Chairman  St  Germain.  January  of  1984,  okay. 

Now,  in  1976,  this  subcommittee,  under  my  chairmanship,  held 
hearings  In  San  Antonio,  Texas,  and  we  went  into  the  failure  of 
Citizens  State  Bank  of  Carrizo  Springs.  During  those  hearings  I 
coined  a  phrase,  "the  Texas  render  back  bank  scheme." 

As  exhibits  during  those  hearings  showed,  a  number  of  control 
groups  were  identified  as  individuals  who  made  a  practice  of  ac- 
quiring small,  either  national  or  State  charter^  commercial 
banks,  dissipated  the  assets,  and  subsequently  sold  these  institu- 
tions in  a  weakened  condition. 

Now,  I  have  asked  the  staff  to  give  you  some  excerpts  from  those 
he£irings,  and  if  you  look  at  the  names  appearing  on  Control  Group 
No.  5,  a  copy  of  which  has  been  furnished  to  each  of  you,  you  will 
observe  the  name,  J.  B.  Haroldson  and  J.  P.  Harolcteon,  whom  I 
assume  is  a  relative. 

Now,  shortly  after  the  hearings  FIRIRCA  was  enacted  into  law. 
It  contained  both  a  change  of  control  title  as  well  as  a  change  of 
savings  and  loan  control  Utle. 

Now,  gentlemen,  Mr.  Haroldson  was  already  in  the  hearings  as 
having  participated  in  what  was  known  as  a  "render  back  bank 
scheme. '  So  he  had  a  treick  record.  1  am  wondering,  is  there  a  defi- 
ciency in  the  change  of  control  l^islation  that  precluded  or — 1 
can't  understand  why  this  man  now  went  from  doing  this  in  the 
commercial  bank  area  to  the  savings  £md  loan  area. 

Mr.  Bowman,  can  you  help  me  out? 

Mr.  Bowman.  Mr.  Chairman,  let  me  correct  my  earlier  state- 
ment. 

The  approval  for  Mr.  Haroldson's  acquisition  <^  that  association 
was  written  in  December  of  1982.  He  actually  purchased  .ths  4aBp-. 
elation  in  January  of  1983.  . .  ■ 

In  answer  to  your  question ■  ■  . 

Chairmim  St  Germain.  The  law  was  on  the  boolo. 
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Mr.  Bowman. — the  r^ulatory  process,  as  it  related  to  Control 
Group  No.  5,  was  set  into  motion  in  lat«  1983  and  action  was  taken 
Inr  my  office  by  means  of  supervisory  control  of  the  associations 
that  were  controlled  by  Mr,  Haroldson  in — they  were  served  a 
cease  and  desist  order  and  placed  under  our  supervisory  control  in 
1984. 

ChairmEm  St  Germain.  So  in  this  instance  it  did  work,  the 
Change  in  Control  Act? 

Mr.  Bowman.  It  didn't  work  as  fast  as  it  should  have,  but  it  did 
work,  yes,  sir. 

Chairman  St  Germain.  Okay,  thank  you. 

Mr.  BfLrnard. 

Mr.  Barnard.  Mr.  Selby  and  Mr.  Green,  do  the  institutions  need 
some  time  to  go  from  RAAP  to  GAAP?  I  meeui,  isn't  it  somewhat 
unreasonable  to  ask  them  overnight  to  just  completely  chemge 
their  programs? 

Mr.  Green.  You  are  absolutely  right.  Congressman.  Significemt 
time,  I  think,  is  needed  to  evolve  into  GAAP.  The  question  this 
morning  was  eisked  about — you  know,  how  are  these  different  in 
how  they  would  impact  the  balance  sheet? 

Just  in  the  State  of  Texas  alone  in  the  area  of  those  that  would 
have  less  them  positive  net  worth,  according  to  RAAP  we  would 
have  16  percent  and  according  to  GAAP  we  would  have  24  percent. 

Mr.  Barnard.  Roy,  that  is  one  of  the  reasons  that,  in  supporting 
the  Bartlett  bill,  I  felt  it  was  not  too  unreeisonable  to  ask  for  a  wri- 
tedown of  loans,  maybe  not  10  years,  maybe  seven  years  or  maybe 
5  years,  but  at  least  to  give  some  period  of  writedown  because  of 
the  fact  of  the  shock  of  going  from  RAAP  to  GAAP,  and  that  was 
one  of  the  reasons  that  Mr.  Bartlett  and  I  put  this  in  the  bill. 

Would  you  or  Mr.  Selby  or  Mr.  Bowman  respond  to  that?  I  mean, 
do  you  think  that  is  unreasonable? 

Mr.  Selby.  But  we  don't  have  a  RAAP  now  that  defers  losses. 

Mr.  Barnard.  I  see. 

Mr.  Selby.  We  do  have,  I  will  say — I  think  in  1983,  Roy,  when 
the  spread  narrowed  on  the  funds  and  loans  the  Bank  Board  al- 
lowed RAAP  accounting  on  deferred  losses,  which  became  a  part  of 
capital  of  these  associations,  and  if  you  will  look  at  some  of  the  eis- 
sociations,  you  will  see  now  that  their  net  worth  is  still  comprised 
by  a  large  portion  of  something  called  deferred  losses. 

That  is  RAAP  accounting,  not  GAAP,  and  so 

Mr.  Barnard.  But  the  practical  effect  is  the  same,  though,  isn't 
it? 

Mr.  Selby.  If  Mr.  Bartlett's — if  you  allowed  amortization  of 
loans,  then  you  are  going  to  RAAP;  you  are  not  going  to  GAAP. 

Mr.  Green.  Let  me  say  that  an  additional  complication  is  the 
fact  that  the  financial  press  and  other  banking  regulators,  I  think, 
would  make  such  noises  about  this  that  I  think  the  general  public 
would  be  more  concerned  than  they  are  now  and  this  could  possi- 
bly exacerbate  our  problems. 

Mr.  Barnard.  The  only  problem  I  see  is  we  are  going  from 
RAAP  to  GAAP  to  ZAAP.  [Laughter.] 

I  mean,  after  that  we  are  not  going  to  have  any,  Mr.  Chairman. 

Mr.  Green — huh?  Well,  we  are  rolling  craps  all  right. 
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Mr.  Green,  if  the  FSLIC  bill  was  in  being  right  now,  how  much 
of  it  would  be  required  to  satisfy  t^e  Texas  situations? 

Let's  say  we  got  $15  billion  of  recapitalization.  How  much  of  that 
would  be  required  for  the  area  which  you  supervise  in  the 

Mr.  Grebn.  Congressman,  my  comment  a  minute  £^o,  that  prob- 
ably $5-  to  $8  billion  over  the  5-year  period  of  time  was  for  the 
Ninth  District. 

Mr.  Barnard.  That  is  your  district? 

Mr.  Green.  Ninth  District.  That  is  five  States  as  a  whole. 

You  know,  I  am  just  guessing  that  60  to  70  percent  would  be  re- 
quired in  Texas  and  a  significant  percentage  of  the  other  in  Louisi- 
ana. 

Mr.  Barnard.  Have  you  calculated  how  many  institutions  would 
actually  be  closed  that  are  presently  under  the  conservatorship  in 
Texas?  How  memy  would  now  just  be  closed  outright? 

Mr.  Green.  There  are  presently  in  the  MCP  program  12  in  Texas 
and  14-ish  in  the  other  States,  and  sizewise  the  predominance  of 
that,  dollar  valuewise,  would  be  in  the  State  of  Texas,  and  so  of 
those  that  would  be  26  that  would  be  in 

Mr.  Barnard.  But  now  they  are  tantamount  to  being  closed  now, 
aren't  they? 

Mr.  Green.  Well,  they  are  still  operating. 

Mr.  Barnard.  I  know  that. 

Mr.  Green.  And  that  is  a  problem  in  that  they  are  complicating 
the  interest  rate  marketplace  phenomenally. 

Mr.  Barnard.  Why  can't  you  all  control  that? 

Mr.  Grsen.  Well,  that 

Mr.  Barnard.  You  can't  tell  them  what  they  can  pay? 

Mr.  Green.  Yes,  sir,  and  that  is  a  good  question,  and  I  would  like 
to  respond  to  that  if  1  might,  in  that  I  tried  that. 

I  felt  like  that  with  our  supervisory  control  that  we  could  go  in 
and  we  could  say  that  you  are  paying  too  much  for  funds,  and  as 
we  did  that  we  turned  an  earnings  problem  immediately  into  a 
severe  liquidity  problem,  in  that  phenomenal  masses  of  money 
rolled  out  of  those  institutions  overnight,  and  we  then  went  to  the 
advance  window  of  our  bank  to  loan  them  that  liquidity  that  they 
needed  and  it  got  to  the  point  to  where  they  ran  out  of  security. 

We  then  went  to  the  reUC  and  said,  will  you  guaramtee  this, 
and  the  FSLIC  was  swamped  with  this.  And  so  basically  we  had  to 
back  off  of  that,  I  think,  very  appropriate  approach  just  because  of 
the  phenomenal  liquidity  problem  that  it  was  causing. 

Mr.  Barnard.  Now,  that  is  only  in  26  institutions? 

Mr.  Green.  Yes,  sir. 

Mr.  Barnard.  My  time  has  expired,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Wylie. 

Mr.  Wyue.  Thank  you,  Mr.  Chairman. 

Mr.  Green,  to  follow  up  a  little  on  my  first  question,  what  were 
the  dates  of  the  examinations  which  disclosed  the  severe  problems 
in  your  case  examples  A,  B  and  C? 

Mr.  SsLBY.  Well,  in  Association  A,  we,  in  mid-1984,  issued  a  cease 
and  desist  order.  So  it  was  acquired  late  1982,  and  in  mid-1984,  we 
issued  a  C&D. 

Mr.  Wyue.  Right. 
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Mr.  Selby.  Association  B,  I  don't  have  the  dates,  but  as  I  recall, 
we  issued  supervisory  agreements  for  material  violations,  I  believe, 
in  1983. 

Mr.  Wyue.  You  don't  have  the  dates  of  the  examination? 

Mr.  Selby.  I  do  not  have  the  dates. 

Mr.  Wyue.  Does  anyone  with  you  have  it?  Can  you  supply  it  for 
the  record? 

Mr.  Selby.  I'm  sorry,  what? 

Mr.  Wyue.  I  said,  is  there  ar. 
date,  or  can  you  supply  that  for  the  record? 

Mr.  Green.  We  will  be  happy  to  supply  that,  Mr.  Wylie.  We  ap- 
parently do  not  have  that  with  us. 

[Information  pertaining  to  dates  of  examination  which  disclosed 
the  severe  problems  in  cases  A,  B  and  C  can  be  found  in  the  appen- 
dix.] 

Mr.  Wyue.  Your  description  of  what  happened  was  fairly  com- 
plete, so  that  was  based  on  some  information  which  I  assume  was 
acquired  by  examination. 

How  about  the  third  one,  then,  C? 

Mr.  Selby.  I  do  not  have — I  know  we  have  had  an  examination  of 
that,  Association  C,  in  1986,  but  I  do  not  have  the  dates.' 

Mr.  Wyue.  You  had  A  in  1984  and  B,  you  think,  was  when? 
Around  1984?  You're  not  sure? 

Mr.  Selby.  Well,  in  Association  A,  we  examined  in  1984.  We 
£^ain  examined  January  30  of  1985.  We  then  examined  January  10 
of  1986.  Those  are  the  three  examination  dates  of  Association  A. 

On  Association  B,  I  do  not  have  the  dates  of  the  exsmiination.  I 
do  know  that  two  supervisory  agreements  were  placed  on  the  Asso- 
ciation. Then  a  cease  and  desist  agreement  was  placed  on  them, 
and  in  1986,  a  consent  merger  agreement.  I  would  assume  that  in 
1983  the  supervisory  agreements  were  placed  through  the  exam. 

Mr.  Wyue.  Do  you  have  the  dates  of  the  two  previous  examina- 
tions before  the  examination  which  disclosed  the  severe  problem? 
Would  that  be  a  matter  of  record,  something  you  would  have? 

Mr.  Selby.  The  two  previous  examinations? 

Mr.  Wyue.  Yes. 

Mr.  Green.  It  would  not  be  a  matter  of  record,  but  we  would  be 
glad  to  supply  that  and  make  it  a  matter  of  record,  Mr.  Wylie. 

Mr.  Wyue.  All  right.  I  thank  you  very  much.  I  think  that  might 
be  pertinent  to  the  hearing. 

[Information  pertaining  to  dates  of  2  previous  examinations  re- 
quested by  Mr.  Wylie  and  supplied  by  Mr.  Green  can  be  found  in 
the  appendix.] 

Mr.  Wyue.  In  the  two  examples  of  the  nonviable  thrifts,  you 
state  that  the  extremely  rapid  growth  of  the  institutions  were  sup- 
ported in  large  part  by  brokered  deposits. 

Is  that  true  in  all  three  cases? 

Mr.  Green.  In  the  two  cases. 

Mr.  Wyue.  In  two.  Okay. 

Mr.  Green.  Yes,  sir. 

Mr.  Wyue.  Now  on  page  30  of  your  testimony,  you  discuss  a  pro- 

S-am  that  is  being  implemented  in  the  Ninth  INstrict  and  Eleventh 
istrict  that  is  intended  to  reduce  the  cost  of  funds  for  troubled  in- 
stitutions that  are  currently  paying  well  above  meu-ket  rates. 
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As  you  describe  your  program,  securities  dealers  purchase  a 
large  CD  or  a  series  of  CDs  in  a  financially  troubled  institution  and 
then  sell  participations  in  these  CDs  to  their  retail  customers. 

Did  I  describe  it  accurately? 

Mr.  Green.  Yes,  sir. 

Mr.  Wylix.  Does  this  represent  government-sponsored  brokered 
deposits? 

Mr.  Green.  Well  it,  in  my  estimation  represents  an  intelligent 
use  of  broker  deposits,  Mr.  Wylie.  Those  funds — having  the  Federal 
Home  Loan  Bank  of  Dallas  involve  itself  in  the  program,  using  a 
letter  of  credit  of  the  bfink,  fully  secured  by  the  participating  S&Ls 
that  are  the  target  institutions,  their  cost  of  money  would  be  re- 
duced some  60  to  70  basis  points  and  would  impact  the  FSLIC  to  a 
lesser  degree  at  the  time  a  final  solution  is  found.  And  so  it  seems 
to  me  it  is  an  appropriate  use  of  our  regulatory  mechanism. 

Mr.  Wylie.  Isn't  this  the  very  practice  that  got  a  number  of 
thrift  institutions  in  trouble  in  Uie  first  place,  that  Mr.  Gray  has 
been  complaining  about? 

Mr.  Green.  The  problem  at  that  time  was  what  those  funds  were 
going  into,  Mr.  Wylie,  and  certainly,  what  you're  getting  at  is — I 
agree  with  it  100  percent,  but  it  was  a  practice  of  inappropriate  or 
nonexistent  underwriting  in  many  of  those  cases  that  led  to  very, 
very  risk  assets  that,  you  know,  in  some  cases  were  changing  hemds 
five  or  six  times  in  a  very  short  period  of  time.  So  it  was  he  use  of 
those  funds  in  large  quantities  that  were  the  abuse  of  that  particu- 
lar time. 

Mr.  Wylie.  Thank  you.  Thank  you,  Mr.  Green.  Thank  you,  Mr. 
Chairman. 

Chairman  St  Germain.  Mr.  Vento. 

Mr.  Vbnto.  Thank  you,  Mr.  Chairman. 

Mr.  Green,  in  terms  of  this  concept  of  forbearance  that  has  been 
discussed,  I  note  that  the  FDIC  assumes  that  the  capital  ratios. 
They  provide  forbearance  between  5.5  and  4  percent,  and  in  some 
cases  down  to  3,  where  there  are  good  prospects  for  achieving  a 
success  within  12  months. 

What  will  be  the  capital  ratios  we're  talking  about  with  regard 
to  forbearance  going  on  here?  The  institutions  that  you  are  talking 
fibout  extending  capital  forbearance  to. 

Mr.  Selby.  Well,  the  policy  statement  on  forebearemce  issued  by 
the  Bank  Board  stated  that  forbearance  would  be  given  on  the 
well-managed  institutions  down  to  V4  of  1  percent. 

Mr.  Vento.  Down  to  V4  of  1  percent. 

Now  how  many  institutions  are  there  like  that  in  the  Federal 
Home  Loan  Bank  Board  district  that  you  represent,  Mr.  Green? 
Well-managed  and  down  to  Va  percent,  yes.  I  mean,  what  is  the 
magnitude  in  your  district  that  we  are  talking  about? 

Mr.  Green.  Well,  in  Texas,  institutions  that  are  below  3  percent, 
there  would  be  a  total  of  60  institutions  representing  22  percent  of 
the  institutions  that  did  not  have  more  than  3  percent  on  a  RAP 
basis?.  Now  if  you  go  to  GAP,  there's  71  institutions  representing 
25  percent  of  the  institutions. 

Mr.  Vento.  Well,  which  are  you  using?  Which  do  you  want  to 
use? 

Mr.  Green.  Well,  these  regulations  would  be  GAP. 
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Mr.  Vento.  But  you're  using  GAP,  aren't  you,  right  now? 

Mr.  Green.  Yes,  sir;  that's  correct. 

Mr.  Vento.  You're  using  GAP,  so  you've  got  25  percent. 

Mr.  Selby.  rap. 

Mr.  Green.  RAP,  I  meeint.  Using  RAP  right  now. 

Mr.  Vento.  In  terms  of  assets.  Now  what  is  the  asset  quality  of 
the  assets  of  those  institutions?  How  would  you  describe  them?  Are 
they  stable?  Are  they  likely  to  be  chemged  in  the  short  term?  I 
notice  that  you  talk  about  asset  quality,  as  one  of  your  recommen- 
dations to  the  FederEiZ  Home  Lian  Bank  BoEU'd.  What  eire  the 
nature  of  the  assets  of  these  institutions? 

Mr.  Selby.  Well,  let  me  just  cltuiiy  something,  though.  The  for- 
bearance— these  are  7 — this  is  just  a  number.  71  institutions  in 
Texas  that  have  RAP  net  worth  below  3  percent. 

Mr.  Vento.  Yes. 

Mr.  Selby.  The  forbearance  policy  says  that  we  would  make  a  de- 
termination to  apply  the  forbearance  of  capital  in  those  well-mfm- 
aged  associations  that  we  would  apply  to.  It  doesn't  mean  all  71. 

Mr.  Vento.  Oh,  I  understand  that  the — in  terms  of  looking  at  the 
FDIC,  that  they've  also  had  some  60  applications  nationwide. 

Mr,  Selby.  Tliat's  right. 

Mr.  Vento.  Nationwide,  and  that  they've  refused  about  half  of 
them.  So  I  assume  that,  and  I  guess  that  for  the  benefit  of  the  com- 
mittee, that  probably  half  of  these  would  not  receive  the  forbear- 
ance. Do  you  think  that  that's  a  logical  assumption  or  not? 

Mr.  Green.  Well,  it  would  depend  upon 

Mr.  Vento.  It's  a  case-by-case  issue. 

Mr.  Green.  Right.  Depending  upon  our  assessment  of  memage- 
ment  sind  our  feelings  of  whether  or  not  it's  going  to  survive. 

Mr.  Vento.  We  want  to  keep  the  political  consensus  together 
here  at  least  for  a  little  while. 

Mr.  Selby.  Well,  I  think  a  good  explanation  would  be  my  exam- 
ple of  Association  C  that  had  declined  in  net  worth  because  of  their 
asset  portfolio.  They  had — 27  percent  of  their  assets  were  nonper- 
forming. 

Mr.  Vento.  Yes.  That's  why  I  w£mt  to  talk  about  the  asset  portfo- 
lio of  these  particular  institutions,  because  I  think  that  that's  the 
key,  in  terms  of  what  we  are  talking  about,  don't  you? 

Mr.  Green.  Absolutely. 

Mr.  Selby.  Yes. 

Mr.  Vento.  What  I  am  trying  to  do  is  get  some  sort  of  a  profile. 
Do  you  have  any  profile  of  the  asset  portfolio  of  these  institutions? 

Mr.  Green.  Well,  in  the  corridor 

Mr.  Vento.  I  mean,  I  am  trying  to  understand  the  Eunount  of 
risk  that  we  are  asking  the  FSLIC  to  undertake. 

Mr.  Green.  In  the  corridor  between  Houston  and  New  Orleans, 
we  feel  that  that  area  that's  been  so  impacted  by  the  oil  down  turn, 
real  estate  down  turn,  unemployment,  et  cetera,  there  is  probably 
an  average  of  16  percent  reduction  in  all  types  of  property  values, 
liiat's  single  family,  more  in  multifamily. 

Mr.  Vento.  Are  these  interest-sensitive  type  of  assets,  or  are 
they  something  else  that  we  are  talking  about?  Interest-sensitive  is 
generfjly  what  we  have  had  with  thrifts,  but  are  these  interest-sen- 
sitive types  of  assets  or  not? 
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Mr.  Green.  Some  are  and  some  aren't,  Mr.  Vento. 

Mr.  Vento.  Well,  can  you  give  me  any  better  quantification  of 
that  answer? 

Mr.  Green.  Well,  I  cannot  be  exact  there.  Some  would  be  vari- 
able rate  mortgages  that  would  be  basically  interest'sensitive. 
Others  are  short-term  mortgage.  In  fact,  many  of  these  would  fall 
into  the  cat^ory  of  being  a  short-term  mortgage. 

Mr.  Vento.  Is  a  lot  of  thlB  direct  investment,  as  we  call  it,  non- 
characteristic  investment  by  thrifts,  or  not? 

Mr.  Green.  There  would  be  a  considerable  amount  of  that. 

Mr.  Vento.  A  considerable  amount  of  that,  Euid  I  note  your  state- 
ment with  regard  to  direct  investment. 

Mr.  Chairman,  my  time  has  run  out. 

Chairman  St  Germain.  Mr.  Roemer. 

Mr.  Roemer.  Thank  you,  Mr.  Chairman.  I  have  two  qu^tions. 

Chairman  St  Germain,  Wait  a  minute.  Wait.  Mr.  Parris,  I'm 
sorry. 

Mr.  Parris.  Thank  you,  Mr.  Chairman.  I  appreciate  your  consid- 
eration. 

Gentlemen,  I  think  it  may  be  helpful,  Mr.  Green.  Would  you 
identify  for  us  the  name  and  the  location  of  institutions  A  and  B7 

Mr.  Green.  Congressman  Peuris,  we  feel  like  that  this  would 
only  cause  all  of  us  a  problem.  I'd  be  glad,  any  time,  in  closed  ses- 
sion to  talk  about  those  by  name  and  all  the  details,  but  I  just 
ceuinot  see  that  it  would  be  in  emybody's  best  interest,  and  the  gen- 
eral counsel  of  the  Bank  Board  has  advised  me  not  to. 

Mr.  Parris.  All  right.  Sir.  Well,  I'll  continue  my  speculation  as 
to  where  those  are,  and  I  will  check  with  your  later.  I  regret  that 
this  clandestine  atmosphere  has  to  persist,  but  I  can  understand  it. 
Nobody  desired  to  precipitate  a  run  on  the  industry,  and  certainly 
that  would  not  be  in  the  interests  of  the  Nation  or  any  of  these 
institutions. 

Let  me  just  ask  you,  Mr.  BowmEin.  It's  been  testified  too  earlier 
that  there  are  279  insurance  thrift  institutions  in  the  State  of 
Texas.  $97  billion  worth  of  assets  as  of  the  third  quarter.  What  per- 
centfige  of  those  institutions  are  in  3  percent  capital  or  less? 

Mr.  Bowman.  I  will  defer  to  the  statement  made  by  Mr.  Green,  I 
believe  his  statement  was  that  there  were  60. 

Mr.  Parris.  Well,  according  to  Table  10  of  the  FSLIC  Insured  In- 
stitutions Third  Quarter  1986,  less  than  0  is  66  and  between  0  and 
3  percent  is  74,  for  a  total  of  140.  Would  you  quarrel  with  that? 

Mr.  Bowman.  No.  I'm  sure  that's  correct. 

Mr.  Parris.  Okay.  So  that's  50  percent.  Right?  Now  of  that  50 
percent,  Mr.  Bowman,  what  percentage  of  that  would  you  say  are 
m  that  inadequate  capital  or  insolvent  category  because  of  insider 
abuse,  gross  mismanagement,  fraud,  whatever?  What  percentage? 

[A  pause.] 

Mr.  Parris.  1  only  have  5  minutes,  Mr.  Bowman. 

Mr.  Bowman.  Less  than  10  percent,  sir. 

Mr.  Parris.  Less  than  10  percent  because  of  mismanagement  or 
failures  of  management  to  properly  supervise  or  control  the  busi- 
ness operation? 

Mr.-  Bowman.  No.  If  we  are  talking  about  inadequate  maneige- 
ment  as  opposed  to  fraud,  I'd  say  considerably  more  Uian  that. 
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Mr.  Parris.  All  right.  Mr.  Bowman,  I  said — the  buzz  words  are 
"insider  abuse,"  which  we  have  replete  testimony  here  from 

Mr.  Bowman.  That  is  fraud,  in  my  opinion. 

Mr.  Parris.  I  agree  with  that.  Insider  abuse,  gross  mismanage- 
ment, fraud,  some  combination  of  all  of  those  things.  Of  that  50 
percent  of  the  insolvent  thrifts  in  your  State,  Mr.  Bowman,  what 
percentage  of  that  is  because  of  those  factors? 

Mr.  Bowman.  I  would  say  10  percent. 

Mr.  Parris.  10  percent  of  the  50  percent? 

Mr.  Bowman.  No.  10  percent  of  the  industry. 

Mr.  Parris.  All  right.  So  that  would  be  another  30  institutions, 
which  is  more — well,  you've  got  279  institutions.  10  percent  of  that 
is  27.9. 

Mr.  Bowman.  Some  of  those  institutions  are  Federal  associations, 
and  I  don't  have  figures  on  those. 

Mr.  Parris.  Yes,  but  they  are  all  federally  insured,  aren't  they, 
Mr.  Bowmsin? 

Mr.  Bowman.  That  is  correct. 

Mr.  Parris.  So  guess  who's  on  the  line  for  the  money?  It's  called 
"this  Congress  and  the  Nation's  people."  OK? 

Mr.  Bowman.  Yes,  sir. 

Mr.  Parris.  So  I  don't  think  it  serves  us  much  benefit  to  stand 
on  semantics.  We've  got  a  problem  here  where,  in  my  opinion,  we 
have  to  deal  with  this  problem  ina  straightforwEird  way  in  a  public 
agenda,  so  we  don't  create  a  misperception  on  the  part  of  the 
public  that  there  is  a  condition  here  that  applies  to  all  institutions, 
which  none  of  us  want.  Okay? 

Mr.  Bowman.  Right. 

Mr.  Parris.  Now,  going  back  to  Mr.  Green's  comments  in  regard 
to  your  8  percent,  5  to  8.  I'll  give  you  that.  Of  that,  if  we  raise  $15 
billion  over,  basically,  a  5-year  period,  and  I  understand  that  bond 
leverage  and  so  forth  takes  the  25,  we  are  talking  about  $15  billion 
in  the  initial  bond  progreim,  with  the  Treasury  program.  If  it  is  8, 
Mr.  Green,  $8  billion  in  your  region  alone,  does  that  take  into  ac- 
count the  forbearance  costs,  the  management  consignment  pro- 
grfun  costs,  things  of  that  kind? 

Mr.  Green.  That  is  a  very  important  question,  and  I 

Mr.  Parhis.  Could  I  have  a  quick  answer,  please.  I've  got  some 
more. 

Mr.  Gi(££N.  It  does  not  take  into  consideration  prior  costs,  but  it 
points  up  the  fact  that  we  need  to  act  on  those  immediately. 

Mr,  Parris.  But  isn't  it  true,  Mr.  Green,  that  of  the  30  percent  of 
the  industry  that  is  in  desperate  trouble,  it  is  losing  $2.5  billion  a 
year  nationwide? 

Mr.  Green.  That  is  approximately  correct. 

Mr.  Parris.  OK.  And  the  total  of  the  balance  of  the  70  percent  of 
the  industry  that's  at  record  profits  is  making  less  than  that  $2  bil- 
lion. 

Mr.  Green.  That  certainly  would  be  case  in  the  district. 

Mr.  Parris.  All  right.  I  was  just  pointed  out  by  staff,  Mr.  Green 
that  the  Bank  Board  appointment  of  FSUC  as  receiver  for  institu- 
tion, I  guess  it's  A,  is  a  matter  of  court  record,  of  public  informa- 
tion. Is  there  some  reason  you  can't  identify  it  for  us? 
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It  is  Association  A.  That's  in  page  13  of  your  testimony,  Mr. 
Green. 

Mr.  Green.  I  must  say  that  the  general  counee)  of  the 

Mr.  Parrb.  OK- 1  won't 

Chairman  St  Germain.  Well,  wait  a  second.  Is  that  the  general 
counsel? 

Mr.  Green.  No,  sir,  it's  not. 

Chairman  St  Germain.  Well,  would  you  look  at  page  13  of  the 
statement. 

Mr.  Green.  Yes,  sir. 

Chairman  St  Germain.  The  reference  to  the  District  Court  deci* 
sion.  Would  you  read  it?  Mr.  Selby  reiid  it,  originally. 

Mr.  Green.  Yes. 

Chairman  St  Germain.  Read  it  into  the  record. 

Mr.  Green.  "The  United  States  District  Court  for  the  Northern 
District  of  Texas  recently  upheld  the  Bank  Board's  appointment  of 
the  Federal  Savings  and  Loan  Corporation  as  receiver,  noting  that 
the  administrative  record  amply  supported  the  Bank's  conclusion 
that  Association  A  was  insolvent  and  had  so  dissipated  assets  as  a 
result  of  violation  of  rules  or  regulations  and  unsafe  and  unsound 
condition  as  to  be  in  an  unsafe  and  unsoimd  condition  to  transact 
business." 

Chairman  St  Germain.  Now  does  your  general  counsel  really 
think  that  after  making  that  statement  that  your  reply  makes 
sense? 

Mr.  Green.  There  are  other  institutions  of  the  same  name  that 
there  could  be  some  confusion  there,  and  here  again,  let  me  reiter- 
ate, Mr.  Chairman,  I  would  be  glad  to  do  this  in  an  executive  ses- 
sion with  this  group  immediately  following,  but  I 

Chairman  St  Germain.  No,  thank  you. 

Mr.  Parris.  And  Mr.  Chaimran,  I  appreciate  very  much  your  £is- 
sistance  in  this  matter.  It  is  always  a  pleasure  to  have  the  Chair- 
man's authority  and  position  behind  one  in  these  kinds  of  endeav- 
ors. [Laughter.] 

But  Mr,  Green 

Chairmein  St  Germain.  I'm  sorry;  your  time  has  expired.  [Laugh- 
ter.] 

Mr.  Parris.  That's  because  you  used  about  half  of  it,  Mr.  Chair- 
man. [Laughter.] 

If  I  might,  with  your  indulgence,  just  flnish  my  sentence,  and  I 
will  be  brief. 

Chairman  St  Germain.  Yes. 

Mr.  Parris.  Mr.  Green,  this  is  a  public  town.  This  is  a  public 
body.  Evetything  leaks  Eiround  here,  including  the  sinks  in  the 
bathroom,  p^aughter.] 

Do  you  really  believe  that  if  we  sat  down  with  you  or  walked 
with  you  down  this  hall  right  after  this  hearing  that  in  5  minutes 
everybody  at  this  table,  and  I  think  three-fourths  of  them  probably 
do,  know  the  institution  we're  talking  about?  And  I  submit  to  you, 
very  frankly,  Mr.  Green,  I  don't  mean  to  put  you  on  the  spot,  but 
this  is  a  symbolic  expression  of  the  problems  of  this  situation,  in 
terms  of  FSLIC,  of  the  Federal  Home  Loan  Bank  Board,  generally. 
We  have  simply  not  been  straightforward  with  the  people  of  this 
Nation.  And  if  we  are  looking  at  a  problem  in  the  future,  it  is  be- 
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cause  we  will  have  surprised  the  people  who  have  put  reliance  on 
our  integrity  as  the  delivery  of  financial  institution  services  in  this 
Nation. 

Mr.  Green.  Congressman  Parris  and  Mr.  Chairman,  my  own 
legal  counsel  hehind  me  tells  me,  yes,  go  sihead  and  say  that  this  is 
Western  Savings  of  GatesvUle,  Texas,  which  I  say  to  you  now,  there 
has  not  been  a  final  order  issued  in  this  particular  case.  There  are 
other  institutions  with  that  same  name,  that  we,  you  know,  are 
concerned  about,  and  you  know,  we  had  thought,  you  know,  that 
there  was  em  eigreement  that  maybe  we  would  not  be  pushed  for 
this. 

And  my  apology,  you  know. 

Mr.  Parris.  I  was  not  part  of  that  agreement,  Mr.  Green. 

Could  I  ask  unanimous  consent,  Mr.  Chairman,  just  to  eisk  one 
additional  question? 

Mr.  Gonzalez.  Mr.  Chairman,  will  you  yield  to  me  at  this  point 
because  I  think  that  the  witness  is  being  abused? 

It's  been  a  precedent  to  have  in  cEimera  sessions  with  the  regula- 
tors. The  chairman  will  recEill,  when  we  first  began  to  express  con- 
cern with  the  national  situation,  we  had  several  meetings  in 
camera  with  the  FDIC  chairman,  with  the  Federal  Home  Loan 
Bank  Board  Director  and  Chairman.  And  I  think  it's  unfair  to 
single  out  in  this  particular  case. 

Of  what  benefit  is  that  going  to  be  derived  other  th£m,  as  he  sa^, 
probably  further  cumbersome,  marginal  and  innocent  at  this  point, 
similarly  uEuned  institutions. 

I  don  t  see  any  reason  why  we  should  insist  on  specifying  one 
particular  institution  by  name  or  emother.  We  can  make  the  point 
without  having  to  do  that. 

Mr.  Parris.  Mr.  Chairman,  I  ask  unanimous  consent  for  one  ad- 
ditional question. 

Chairman  St  Gehniain.  Is  there  objection? 

[No  response.] 

Chairman  St  Germain.  The  chair  hears  none. 

Mr.  Parris.  I  wonder,  Mr.  Green,  if  you  would  identify  Institu- 
tion B  for  us  for  the  record. 

Mr.  Green.  No,  sir. 

Mr.  Parris.  Thank  you. 

Mr.  Green.  I  will  be  glad  to  in  executive  session  though,  sir. 

Mr.  Parris.  Thank  you.  My  time  is  expired  and  I  do  appreciate 
your  consideration,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Roemer. 

Mr.  Roemer.  Thank  you,  Mr.  Chairman. 

Back  to  the  question,  a  broader  question,  Mr.  Green,  as  to  how 
we  got  here  and  how  we  can  prevent  getting  here  again.  And  the 
implied  and,  at  times,  explicit  criticism  of  the  Treasury  proposal 
for  Recap,  that  criticism  being: 

Why  give  to  this  body,  your  body  part  of  the  broader  body,  $25 
billion,  because  it's  the  r^ulators  who  helped  get  us  where  we  are 
now?  And  now  we're  going  to  give  25  billion  to  the  regulators  to 
get  us  out? 

You've  heard  that  before.  But  let  me  ask  the  broad,  philosophical 
policy  question. 
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This  Administration,  from  day  one,  felt  that  we  ought  to  deregu- 
late financial  institutione.  Made  a  persuasive  argument  on  that 
behalf,  the  feeling  being,  economically  speaking,  that  the  institu- 
tions would  then  react  to  the  marketplace  more  swiftly,  more  fairly 
and  more  accurately. 

Let's  take  Texas.  Deregulation  swept  over  the  land  like  a  flood 
tide.  At  the  same  time,  uie  price  of  oil  dropped  50-60  percent  in  a 
90-day  period  of  time. 

Did  the  institutions  react  fairly,  accurately  and  with  strength? 
The  evidence  shows  they  did  not. 

Question:  Do  you  adhere  still  to  the  philosophical  underpinnings 
of  this  Administration  that  deregulation  is  valid,  positive  and  can 
work? 

Mr.  Green.  Congressman  Roemer,  I  am  a  great  supporter  of  de- 
regulation. However,  that  does  not  meeui  no  regulation.  And  where 
there  is  Federal  insurance,  there  has  got  to  be  some  r^ulation  that 
comes  along  with  that,  to  be  sure  that  the  fund  is  not  subjected  to 
the  abuses  that,  in  some  cases,  have  occurred. 

Let  me  say  that  I  do  not  accept  the  notion  that  the  regulators 
caused  this.  This  was  caused  by  many  people  who  were  in  the  busi- 
ness who  were  unscrupulous  operators  that  caused  this  thing.  And 
that  with  the  advent  of  the  change  of  the  examiners  to  the  dis- 
tricts, with  stronger  examinations,  with  stronger  supervision,  that 
we're  able  to  look  at  this  and  contain  this  type  thing  in  the  future. 

But  the  advent  of  deregulation  did  not  bring  along  additional  su- 
pervisors and  additional  examiners  like  it  should  have.  And  that 
was  a  mistake. 

Mr.  Roemer.  Well,  let  me  push  it  again.  You  say  we  can't  blame 
it  on  the  regulators,  and  I  wouldn't  try. 

However,  it  was  the  regulators'  responsibility  to  monitor  the 
system.  That  was  not  done,  was  it? 

Mr.  Green.  It's  certainly  the  regulators'  responsibility  to  monitor 
the  system,  and  that  we  did  not  have  a  force  in  place  at  that  time 
that  was  equipped  with  expertise  and  numbers  to  be  able  to  oper- 
ate as  efficiently  as  was  required  in  the  deregulated  environment. 
That  has  been  changed  now. 

Mr.  Roemer.  You  have  the  personnel,  the  policies,  the  proce- 
dures and  the  programs  to  now  monitor  this  deregulated  envirorn- 
ment? 

Mr.  Green.  I  genuinely  feel  that  we  do. 

Mr.  Roemer.  Do  you  think  that  the  criticism  of  why  give  back  to 
the  regulators  something  they  have  already  destroyed  is  invalid? 

Mr.  Green.  Yes,  sir,  I  certainly  do. 

Mr.  Roemer.  Second  question.  It's  been  said  in  Louisiana  and 
Texas,  and  I  happen  to  live  in  Louisiana,  that  the  problem  is  one  of 
energy  and  that  if  the  price  of  oil  werre  to  go  back  to  $30  a  barrel, 
which  is  possible,  then  we  wouldn't  have  to  have  these  kinds  of 
meetings. 

I  don  t  believe  that.  Do  you? 

Mr,  Green.  Well,  no,  that  there  are  other  basic  economic  prob- 
lems that  are  unquestionably  there  outside  the  energy  area.  How- 
ever, if  you  want  to  look  at  the  one  that's  had  the  most  single 
impact  on  the  depressed  economy,  probably  it  hfis  to  do  with 
energy  prices. 
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Mr.  RoEMBR.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Gonzalez. 

Mr.  Gonzalez.  Thank  you,  Mr.  Chairman. 

The  chairman  referred  to  hearings  that  hia  subcommittee  at  that 
time — I  didn't  belong  to  this  subcommittee.  But,  on  my  request, 
were  held  in  San  Antonio.  And  the  reasons  were,  basically,  there 
were  two  reasons. 

One,  as  the  chairman  very  accurately  described,  it  w£is  necessary 
to  bring  forth  clearly  and  evidentiarily  that  there  W£i8  a  need  to 
perfect  legislation.  And  it  was  done  in  a  very  wise  way. 

The  other  was  the  link  between  international,  cross  broder  move- 
ments of  finance  and  their  ability  to  impact  us.  However,  I  think 
that  we  only  fragmentarily  legislated.  And  so  some  of  us  became 
concerned  when  we  saw  the  manifestations  that  were  clearly  evi- 
denced in  those  hearings,  and  which  led  to  prosecutions,  and  so 
forth;  but  which,  in  my  opinion,  are  negative. 

They're  not  addressing  the  focal  point.  And  the  focal  point  is  set- 
ting some  kind  of  order  in  our  financial  markets.  And  we  cannot  do 
what  the  Congress  has  done,  whether  it's  deregulation,  so^alled,  or 
whether  it's  the  homogenization  of  our  basic  financial  institutions, 
and  not  really  expect  anything  else. 

When  all  of  this  has  as  a  background  not  one  but  five  money 
menus  that  have  flagellated  this  country,  beginning  with  the  real 
estate  investment  trust,  the  RITS,  which  eventually  would  have  to 
impact  the  S&L  institutions,  and  continuing  with  your  money 
market  developments  in  which  you  were  having  all  within  struc- 
tured financial  markets,  some  regulated  by  fundamental  laws 
going  to  the  1935  Banking  laws.  It's  inevitable. 

We're  in  a  transition  point.  The  price  of  oil  could  go  up  to  $50  a 
barrel  and  it's  not  going  to  address  this  basic  question.  We  still  are 
having  to  go  back  in  the  case  of  the  savings  and  loem  and  have 
them  go  back  to  their  point  of  origin: 

Why  they  were  founded  to  begin  with  by  the  Coi^ress;  the  singu- 
lar principal  intent  for  the  S&L's,  which  were  literally  abandoned 
and  the  Congress  helped  with  the  1982  Act,  which  was  really  the 
first,  most  substantifil  working  over  of  the  1935  Banking  Act  since 
1935. 

So  what  I'm  saying  is,  in  the  legislation  we're  presented  with 
now  in  an  hour  of  crisis,  the  two  fundamental  questions  are: 

One,  will  adding  $15  billion  to  the  recapitalization  structure  of 
FSLIC  really — will  it  be  enough  under  those  circumstances?  With- 
out redefining  the  singular  or  recapturing  the  vision  that  was  origi- 
nally intended  for  S&L's? 

And,  second,  how  can  we  in  this  legislature  prepare  language 
that  will  enable  you  to  distinguish  between  two  identical  struc- 
tured— that  is,  on  the  ledger  books — one,  (A)  that  has  the  same 
kind  of  reserve  margin,  et  cetera,  et  cetera,  on  paper;  and  (B)  iden- 
tical, but  one  is  run  by  a  bunch  of  crooks  and  the  other  isn't? 

Now,  how  can  we  write  into  law  the  ability  for  you  to  discern 
that?  This  is  what  I  think  is  a  fatal  flaw  with  us  trying  to  write 
some  kind  of  forbearance  language  into  the  law. 

Am  I  correct,  or  am  I  way  off  &e  meirk? 
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Mr.  Green.  No,  Congressman  Gonzalez,  you're  exactly  rUfht.  In 
answer  to  that  two-part  question,  let  me  say  that,  yes,  I  think  the 
15  billion,  when  added  to  the  10  billion  in  other  forms  of  premiums, 
special  assessments,  et  cetera,  would  be  Buflicient  over  the  5-year 
period  of  time  to  take  care  of  the  massive  amount  of  problems. 

Secondly,  you've  got  to  trust  someone  here.  And  I  tiiink  the 
people  that  you've  got  to  trust  are  the  people  on  the  firing  line 
down  there  in  the  regulatory  process— Commissioner  Bowman, 
myself,  down  there. 

And  you've  got  to  clothe  us,  it  seems  to  me,  with  the  ability  to 
determine  what  is  safe  and  sound  operation?  What  is  a  prudent  op- 
eration? 

And  in  doing  so,  we  can  move  more  I  think  to  a  judgmental  eval- 
uation of  an  institution's  operation  as  opposed  to  strictly  the  num- 
bers here,  which  are  sometimes  smoke  and  nothing  more  than  that. 

Mr.  Gonzalez.  Well,  we've  got  to  write  laws  as  if  the  devil  him- 
self is  going  to  administer  them,  not  angels. 

So  that's  our  difficulty.  My  time's  expired. 

Chairman  St  Germain.  Mr.  LaFalce. 

Mr.  LaFalce.  Thank  you  very  much,  Mr.  Chairman. 

Gentlemen,  I  apolc^ize  for  leaving  early  this  morning,  but  there 
was  and  is  another  subcommittee  of  this  full  committee  meetii^  on 
the  subject  of  exchange  rates. 

Having  said  that,  let  me  get  down  to  the  nitty-gritties.  Last  Con- 
gress, we  had  a  bill  very  similar  to  the  bill,  or  identical  to  the  bill 
before  us,  and  virtually  everyone  was  on  board,  whether  the  indi- 
vidual weis  from  Rhode  Island,  New  York  or  Texas — "Let's  get  this 
bill  passed,  it  is  of  paramount  importance." 

And  so  we  came  back  at  the  100th  Congress  and  we  said,  "Let's 
move  fast  on  this."  And  then,  all  of  a  sudden,  everybody  said, 
"Whoa,  slow  down  a  bit."  You  know,  what  became  an  absolute  im- 
perative in  October — the  system  was  going  to  collapse  and  fall 
apart — became  a  situation  we  have  to  slow  down  a  bit. 

And  why  did  we  have  to  slow  it  down  a  bit?  Well,  some  of  these 
individuals  advanced  arguments: 

You're  really  asking  for  too  much.  You  don't  need  15  billion.  Five 
billion  would  do.  Maybe  somewhere  inbetween.  You  really  don't 
need  5  years.  Two  years  would  do. 

That  was  the  second  argument.  Another  argument  was: 

Wait  a  minute  now,  you  can't  really  trust  the  regulator  with 
this,  so  you're  going  to  need  some  language  in  it  dealing  with  the 
subject  of  forbearance  aside  from  simply  new  r^ulations. 

And  then,  under  this  ruberick  of  forbearance,  rather  than  just 
articulate  policy,  some  individuals  might  say: 

And  let's  permit  amortization  of  our  loan  losses  over  a  10-year 
period,  which  would  skew  the  books  unbelievably  and  present  a  to- 
tally false  picture,  in  my  judgment. 

A  whole  slew  of  other  things,  such  as — a  number  of  other  things. 

Let  me  get  down  to  the  nitty-gritties  though.  What  do  we  need? 
Do  we  need  a  $15  billion  bill?  Or  would  a  $5  billion  bill  due? 

Mr.  Selby? 

Mr.  Selby.  Well,  it  seems  to  me  that  the — remember,  I'm  new  in 
the  system. 
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Mr,  LaFalce.  Oh,  you're  new  in  the  Bystem,  hut  you're  not  new 
to  this  whole  financial  services.  Come  on,  Mr.  Selby.  [Laughter.] 

Mr.  Selby.  It  seems  to  me  that  the  amount  depends  on  several 
things.  It  depends  on,  yes,  the  projections  of  what  it's  going  to  cost 
FSLIC. 

Mr.  LaFalce.  Based  upon  your  best  knowledge  and  information, 
Mr.  Selby,  what  should  we  do?  Fifteen  or  five? 

Mr.  Selby.  At  least  15. 

Mr.  LaFalce.  At  least  15. 

Mr.  Green? 

Mr.  Green.  Absolutely,  15. 

Mr.  LaFalce.  Absolutely  15. 

Mr.  McAllister? 

Mr.  McAlustes.  The  industry  feels  that  2-year  review  is  impera- 
tive until  we  could  g£iin  some  confidence  in  how  the  monies  Eire 
used.  So  the  industries  both  at  the  State  level  and  at  the  U.S. 
League  level  are  in  favor  of  the  $5  million. 

Mr.  LaFalce.  I  knew  the  League  position. 

Mr.  Bowman? 

Mr.  Bowman.  Essentially  the  same  as  Mr.  McAllister. 

Mr.  LaFalce.  OK,  fine. 

Mr.  Bowman.  Well,  it's  not  just  the  League  position.  I'll  go  back 
to  my  earlier  statement.  I  think  there  needs  to  be  discipline  built 
into  the  FSLIC.  And  that's  the  critical  thing.  The  15 

Mr.  LaFalce.  Okay.  Let's  go  to  the  question  now.  Let's  go  to 
some  specifics,  the  subject  of  forbearance.  When  individuals  said. 
Well,  we  ought  to  do  something  in  legislation  to  bring  about  for- 
bearance, I  said.  Of  course. 

But  when  I  said  of  course,  I  meant  we  ought  to  come  up  perhaps 
with  some  guidelines  that  could  bring  about  prudence,  appropriate 
prudence  on  the  part  of  the  regulator;  apparently  the  type  of  pru- 
dence that  everybody  thought  that  the  FDIC  and  the  comptroller 
was  exhibiting,  but  was  fearful  that  the  Federal  Home  Loan  Bank 
Board  and  FSLIC  would  not;  although,  by  the  time  this  hill  be- 
comes law,  we  don't  know  who,  I  mean,  the  head  of  the  Federal 
Home  Loan  Bank  Board  and  FSLIC  is  going  to  be. 

I  mean,  by  the  time  this  bill  becomes  law  and  is  operational, 
we're  going  to  be  into  August,  it  would  seem  to  me,  and  we're 
going  to  have  a  new  chairman.  So  we  can't  even  think  of  the 
present  contemporary  players. 

Now,  I  have  no  objection  to  codifying,  if  necessary,  some  r^ula- 
tory  guidelines  regarding  the  concept  of  forbearance  if,  in  fact, 
that's  needed.  I  don't  know  what  good  that — you  know,  I  don't 
know  how  much  that's  needed. 

But  I  do  have  some  qualms  about  authorizing  10-year  amortiza- 
tion of  loan  losses. 

Now,  Mr.  Bowman  and  Mr.  McAllister,  do  you  want  legislative 
authori^  to  amortize  lO-yeau-  amortization  of  loan  losses? 

Mr.  McAllister.  I'd  like  to  speak  in  behalf  of  Congressman  Bart- 
lett's  recommendation  on  the  lO-yeeu-  amortization.  The  first  thing, 
the  Federal  regulators  have  said  that  it  would  hfmiper  their  proc- 
ess of  regulation. 

Mr.  LaFalce.  You  do  want  to  then? 

Mr.  McAluster.  Yes. 


Digitized  by  Google 


61 

Mr.  LaFalce.  Yes,  okay.  And  I  take  it  you  do,  too,  Mr.  Bowmsin; 
right? 

Mr.  Green  and  Mr.  Selby,  do  you  have  difliculties  with  that?  And 
if  you  do  have  difficulties,  may  I  ask  what  those  difficulties  are? 

Mr.  Green.  Yes,  sir,  I  do  because  of  the  departure  from  GAAP, 
number  one.  And,  number  two,  the  perception  in  the  marketplace 
out  there  of  funny  accounting  that  I  think  would  not  serve  the  in- 
dustry well  over  the  long  pull. 

Mr.  LaFalcg.  Could  we  counter  with  the  other  side? 

Mr.  Selby.  In  addition — in  addition,  if  I  can  say,  on  amortization 
of  loan  losses,  I  quite  agree  that — 1  happen  to  be  a  proponent  of 
accurate  financial  reporting  and  I  think  the  public  deserves  that. 
And  an  amortization  program  really  doesn't  do  it. 

But,  secondly,  a  formalized  statutory  requirement  that  we  amor- 
tize loan  losses,  one,  then,  you  are  in  a  fact  giving  some  relief  to 
the  investors  themselves.  I  don't  know  another  industry  that  if  you 
buy  stock  in  an  industry  and  it  goes  poof,  you've  lost  your  stock 
ownership. 

So  you're  going  to  have  to  do  that  in  amortizing  losses  that  eu'e 
there. 

Secondly,  on  the  flip  side,  if  you  tell  us,  pick  out  this  association 
and  let  them  amortize  the  loan  losses  over  10  years,  then  are  you 
also  going  to  tell  us  we  want  you  to  require  that  Eissociation  not  to 
pay  dividends  for  10  years?  We  want  you  to  have  them  cut  down 
their  compensation  for  10  years? 

That's  the  flip  side. 

Mr.  LaFalce.  Could  we  eiddress  the  other  side  of  the  amortiza- 
tion? 

Chairmtm  St  Germain.  I'll  tell  you  what.  Mr.  Bartlett  is  beii^ 
called  upon  next.  Through  some  strange,  intuitive  feeling  that  I 
have — I'm  gifted  with  that — I  wouldn't  be  a  bit  surprised  if  Mr. 
Bartlett  would  ask  you  to  address  that.  [Laughter,] 

Mr.  Bartlett.  Thank  you,  Mr.  Chairman. 

Mr.  McAllister,  I  am  going  to  ask  you  to  address  that.  But  I 
might  just  say  by  way  of  comment  that  the  fact  is  we  find  our- 
selves today,  in  eeu-ly  1987,  in  a  rather  imperfect  set  of  regulatory 
accounting  practices.  We've  had  regulatory  accounting  practices 
that,  at  least  for  the  last  some  period  of  time,  have  forced  apprais- 
£ils  on  to  existing  losms  which  have  substantially  understated  the 
value  of  those  loans  and  understated  the  value  of  the  property  in 
an  area  that  would  have  been  inconsistent  with  GAAP  accounting. 

So  the  issue  is — in  addition  to  that,  we've  had  a  classification  of 
assets  regulation  that  has  taken  doubtful  accounts,  doubtful  loans 
and  used  them  to  force  down  net  worth  in  completely  different  or 
the  opposite  of  what  happens  with  banking  practices  as  well  as 
GAAP  EiccouDting. 

And  so  an  amortization  of  loan  losses  is  a  short-term,  one  time 
only  attempt  to  bring  the  procedures  back  into  reality.  And  if  it 
takes  5  years  or  10  years  to  do  that,  to  give  us  an  accurate  reflec- 
tion of  reality,  then  we  ought  to  do  that. 

Mr.  Barnabo.  Would  the  gentleman  yield? 

Mr.  Babtlbtt.  I'd  be  happy  to  yield. 
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Mr.  Barnard.  Certainly  we're  not  talking  about  amortizing  eill 
loBBeB.  I  mean,  that's  not  the  point.  The  point  is  we're  not  talking 
about  saying  this  is  a  loss,  amortize  it.  No,  that's  not  the  point. 

I  think  the  point  is  that  there  are  certain  losses  which  could  be, 
as  Mr.  Selby  very  well  knows,  are  classified  as  substandard  and  the 
doubtful  category. 

Now,  if  you've  got  substandard  and  doubtful  and  there's  some 
reason  to  believe  that  the  appraisals,  future  appraisals,  would 
bring  the  value  up,  looks  like  to  me  we  ought  to  give  those  proper- 
ties time. 

Now  it  looks  like  to  me  that  instead  of  sajdng  absolutely  no  am- 
ortization of  loan  losses,  let's  work  together.  Let's  see  what  is  rea- 
sonable as  far  as  you  as  the  regulators  are  concerned  to  say  would 
be  a  reasonable  amortization  of  loan  losses. 

Thank  you  for  yielding. 

Mr.  Barnard.  I  thank  the  gentleman  for  yielding. 

Mr.  Bartlett.  I  thank  the  gentleman  for  his  comment.  I  would 
say  one  other  thing,  and  then  I  am  going  to  ask  Mr.  McAllister  to 
comment,  and  that  is,  unless — taking  how  far  down  we  have  ap- 
praised, unrealistically  appraised  property  below  the  real  value  of 
that  property,  unless  we  provide  some  kind  of  amortization  of  loan 
losses  in  areas  of  economic  decline,  we  build  into  the  system  a 
rather  severe  disincentive  for  institutions  to  sell  property,  if  they 
can  obtoin  market  value  or  higher  than  market  value  over  future 
years,  because  then  they  would  have  to  suffer  the  loss  immediately, 
and  I  think  that  is  what  we  are  trying  to  avoid. 

Mr.  McAllister,  would  you  like  to  comment  on  that? 

Mr.  McAllister.  Yes,  on  several  items,  in  behalf  of  Congressman 
Bartlett's  proposal  to  amortize  losses  over  a  5-  to  7-year  period. 
First,  the  industry  would  be  content  to  continue  reporting  on  a 
GAAP  basis,  those  of  the  stock  associations.  It  would  be  a  footnote 
to  the  stetements.  It  would  be  something  of  interest  to  the  regula- 
tors. If  you  adopt  this  philosophy,  these  losses  are  not  lost.  They 
are  not  hidden.  The  regulators  can  still  readily  ascertein  the  condi- 
tion of  that  institution.  So  I  don't  think  that  impairs  their  ability 
to  assess  where  a  particular  institution  is  at  a  particular  time. 

Second,  we  feel  that  that  should  have  a  cut-off  date  of,  say,  June 
30  or  December  31,  so  that  obviously,  it  cem't  be  used  for  future 
losses. 

Third,  under  the  forbearance  proposals,  it  would  probably  not  be 
available  to  all  members,  in  that,  obviously,  there's  no  sense  in  the 
Bank  Board  allowing  this  provision  in  institutions  that  are  hope- 
lessly insolvent.  So  it  would  only  be  available  to  those  institutions 
that  are  deemed  able  to  replenish  their  capital  within  a  reasonable 
period  of  time.  Thank  you. 

Mr.  Bartlett.  Thank  you,  Mr.  McAllister. 

Mr.  McAllister,  I  have  a  question  on  a  different  subject.  Your  tes- 
timony was,  on  behalf  of  the  League  of  the  Texas  Euid  the  U.S. 
League,  perhaps  a  bit  ambiguous,  and  I  want  you  to  clarify  it  for 
us. 

Given  the  state  of  the  industiy  and  the  state  of  the  regulatory 
scheme  that  we  have  right  now  in  the  forbearance  section,  do  you 
beiieve  a)  that  the  Bank  Board's  recommendations  of  last  week 
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went  far  enough  and  b)  do  you  believe  that  Congress,  in  passing  a 
recapitalization  bOl,  should  include  a  forbearance  section? 

Mr.  McAllister.  I  definitely  think  they  ahould  include  a  forbear- 
ance section.  Hopefully,  a  number  of  the  technical  BpeciflcatiOM 
can  be  addressed  by  guidelines  from  the  Congress  with  implemen- 
tation from  the  Bank  Board,  and  hopefully,  that  process  would  be 
completed  to  the  satisfaction  of  this  body  prior  to  the  final  recapi- 
talization. 

As  regards  your  portion  on  the  7-year  amortization,  I  think  that 
does  need  to  be  specificetlly  addressed  by  the  Congress. 

Mr.  Bartlett.  So  what  you  are  suggesting  is  that  we  ought  to  set 
the  tone  and  memdate  these  kinds  of  reforms  but  then  leave  the 
specifica  up  to  r^ulations  themselves? 

Mr.  McAllister.  It  is  very  technical  and  complicated  and  will 
change  over  a  period  of  time.  So  I  think  that  would  serve  every- 
body s  interests  the  best;  yes,  sir. 

Mr.  Bartlett.  Is  that  the  League's  position  also? 

Mr.  McALLiaTER.  Yes,  I  believe  it  is. 

Mr.  Bartlett.  Both  the  U.S.  and  the  Texas  League? 

Mr.  McAllister.  I  think  that  would  satisfy  both  those  organiza- 
tions. 

Mr.  Bartlett.  Thank  you.  Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  It  would  seem  to  the  Chairman  that  this 
panel  has  been  very  responsive.  We  have  spent  a  good  deal  of  time 
with  them.  Does  emyone  have  a  burning  question  that  they  feel 
would  determine  the  course  of  democracy? 

Mr.  Barnard.  Mr.  Chairman? 

Mr.  Gonzalez.  Mr.  Chairman? 

Mr.  LaFalce.  Mr.  Chairman? 

Chairman  St  Germain.  My  God,  we've  got  three [Laughter.] 

Okay.  We  will  go — Mr.  Barnard. 

Mr.  Barnard.  Mr.  Selby.  I  know  that  we  cut  you  off  a  while  ago 
in  answering  my  question  about  classiiication  for  amortization. 
That's  a  pretty  good  statement,  isn't  it?  Would  you  mind  comment- 
ing on  that? 

Mr.  Selbt.  I'm  sorry.  I  was  thinking. 

Mr.  Barnard.  It  appeared  to  me  that  you  wanted  to  comment  a 
while  ago,  when  I  said  classifying  the  losses  and  then  amortizing 
those  that  were  the  most  useful. 

Would  you  care  to  ctnnment  on  that? 

Mr.  Sklbt.  Well,  I 

Mr.  Barnard.  I  thought  you  were  getting  ready  to  tell  me  that 
you  aheaAy  do  that. 

Mr.  Sklbt.  We  do.  We — you  knew  what  I  was  thinking,  you  see. 
That's  why  I  disagree  that  a  I^islative  mandate  to  amortize  loan 
kisB  is  neceaaary,  because  I  think  in  the  process  of  classification, 
ycni  talked  about  substandard  and  doubtful,  and  we  use  substand- 
ard and  doubtful,  and  it  does  not  mandate  a  chaige-ofT  or  a  reduc- 
tion of  net  worth.  And  I  linak.  we  do  that. 

One  odier  thing,  thmigli,  if  I  may  take  one  second  to  point  out. 
Iliere  has  been  an  awfhl  lot  of  talk  about  the  asset  clasnfkation 
and  the  ai^raiaal  system  resulting  in  losses.  But  how  about  the  stt- 
uatkm  that  exists  in  the  industry,  where  we  have  associations  that 
ate  reporting  quarterly,  net  operating  losses  Arom  an  accumnlatioa 


Digitized  by  Google 


64 

of  bad  assets  in  their  portfolio  or  assets  where  the  borrowers  are 
unable  to  pay  interest  much  less  principal?  A  financial  institution 
lives  on  its  earnings,  as  you  well  know.  Congressman.  So  if  they 
don't  have  earnings  and  you  amortize  loan  losses,  where  are  they 
going  to  get  the  money  to  continue  to  operate?  Amortization  of 
loan  losses  is  not  going  to  save  the  net  operating  losses. 
,  Chairman  St  Germain.  Mr.  Selby,  since  we've  got  these  burning 
questions 

Mr.  Selby.  I  knew  I  shouldn't  have  said  anything 

Chairmem  St  Germain. — you  were  talking  earlier  in  response  to 
a  question  on  amortization.  I  would  like  you  to  repeat  this,  because 
we  can't  ask  them  to  read  back  from  the  record,  this  new  stuff  they 
have  here.  They  have  to  go  through  the  tape  recorder. 

Did  you  say  something  about  a  stockholder,  if  they  were  at — do 
you  want  to  repeat  that?  Did  I  like  the  switch? 

Mr.  Selby.  I  am  just  saying,  if  you  amortize  loan  losses  by  stat- 
ute, that  you  are  saying  to  the  organization,  you  have  losses,  but 
you  don't  have  to  take  those  losses,  except  over  a  10-year  period, 
well,  who  does  that  benefit,  primarily?  The  association?  Doesn't  it 
also  benefit  the  investors  in  the  association? 

Chairman  St  Germain.  The  stockholders,  right? 

Mr.  Selby.  Correct. 

Chairman  St  Germain.  And  what  did  you  say  should  be  done,  if 
that  were  the  case,  to  stockholders? 

Mr.  Selby.  No.  I  said  on  the  tlip  side,  if  you  do  that,  then  aren't 
you  going  to  have  to  allow  the  regulators  the  flexibility  of  saying, 
all  right,  shareholders,  we're  deferring  losses  on  your  behalf,  but 
you  also  don't  get  dividends  during  that  period. 

Chairman  St  Germain.  And  Mr.  McAllister  agrees  with  that? 

Mr.  McAllister.  We'd  have  no  objection  to  that.  It's  a  logical  re- 
quest. 

Chairman  St  Germain.  Next  burning  question. 

Mr.  Gonzalez.  Actually,  it's  in  pursufuice  of  the  question  or  the 
point  that  Mr.  Barnard  was  asking. 

We  are  using  this  word  "amortization."  Just  precisely  what  is 
the  mechanics?  Suppose  you  did  get  a  l^islative  mandate  on  amor- 
tization? What  are  the  mechanics?  How  do  you  proceed  about  am- 
ortizing a  loss  or  a  debt? 

Mr.  Green.  I  am  assuming,  Mr.  Gonzalez,  that  upon  acquisition 
of  a  piece  of  real  estate,  if  that  real  estate  had  a  value  of  $4  million 
at  that  particular  time,  and  you  had  a  $6  million  balance  on  the 
loan,  that  there  would  be  a  $2  million  loss  that  you  would,  in  turn, 
amortize  over  a  five  to  ten  year  period.  I  think  that  is  the  concept. 

Mr.  Gonzalez.  In  other  words,  so  somebody  is  going  to  pick  up 
the  tab,  though.  Who  is  going  to  pay  for  that? 

Mr.  Green.  The  institution  would  pay  for  that  over  a  period  of 
time.  What  would  happen  is,  our  proposal  would  not  imply  any  dif- 
ference in  the  financial  reporting  to  shareholders  of  the  institution. 
As  far  as  the  GAP  accounting,  it  would  remain  the  same.  The  loss 
would  be  subtracted  from  the  net  worth  of  the  institution  immedi- 
ately; however,  for  regulatory  purposes,  it  would  be  considered  as  if 
it  were  amortized  over  a  period  of  time.  So  you  would  have  a  footr 
note  to  those  statements.  It  would  not  compromise  the  integrity  of 
the  GAP  reporting  of  the  institution.  It  would  just  be  a  way  that 
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the — the  notion  is  to  cushion  a  shock  to  the  system  and  absorb  it 
over  a  period  of  time. 

Mr.  Selby.  But  wouldn't  it  also  be  logical  that  if  you  deferred 
losses,  and  all  durii^  that  period  of  time  you  had  net  operating 
losses,  at  the  end  of  5  years,  the  association  is  still  insolvent,  who  is 
picking  up  the  tab  then? 

Mr.  Gonzalez.  It  seems  to  me,  Mr.  McAllister,  and  I  don't  mean 
to  be  disrespectful,  that  what  you  are  describing  there  is  not  double 
entry  bookkeeping  but  quadruple  entry  bookkeeping,  and  vou  still 
have  the  fundamental  question,  how  is  that  regulator,  without  en- 
dangering favoritism,  and  involving  and  probably  an  environment 
tempting  to  be  corrupted  in  selecting  that  which  you  believe  that 
in  amortizing  or  in  forgiving  the  loss,  that  you  are  actually  ena- 
bling to  keep  on  a  gainful  operating  basis,  which  I  think  Mr. 
Selby's  point  is  very  well-taken. 

I  just  don't  see  it. 

Mr.  McAllibter.  I  concur  that  it  would  be  difficult  to  administer 
this  system  without  very  adequate  supervisorv  overview,  but  I 
would  point  out  to  you  that  it  is  not  unlike  what  s  been  done  in  the 
farm  credit  system,  when  a  decision  was  made  to  amortize  losses 
over  20  years.  It  is  an  approach  that  is  not  without  precedent  in 
dealing  with  other  financiEil  systems  within  this  country. 

Mr.  Gonzalez.  The  farm  credit  system  is  broke!  [Laughter.] 

So  I  don't  like  that  Emalogy.  Anyway,  thank  you  very  much.  I 
think  ^ou  answered  very  well. 

Chairman  St  Germain.  Mr.  LaFalce. 

Mr.  LaFalce.  Thank  you,  Mr.  Cheurman.  First  I  want  to  con- 
gratulate Mr.  Gonzalez  for  what  I  think  was  extremely  perceptive 
questioning. 

With  respect  to  your  analogy  to  the  farm  credit  system,  the  Con- 
gress just  did  that  in  the  last  Congress.  You  know  what?  We  didn't 
even  know  we  did  it.  And  if  we  knew  we  did  and  had  to  debate 
upon  it,  I  hope  it  never  would  have  been  done.  They  permitted  up 
to  20  years.  You  know  what?  It's  going  to  make  the  problems  of  the 
Federal  farm  credit  system  far,  far  worse  than  they  ever  were  and 
the  day  of  reckoning  is  going  to  be  much  more  serious  when  we 
have  that  day  of  reckoning. 

Having  smd  that,  I  was  very  positive  about  the  idea  of  forbear- 
ance until  I  saw  this  mechanistic  formula  within  it.  I  thotwht  we 
were  just  talking  about  some  policy  guidelines  that  you  codify.  And 
I  said,  sure,  okay,  fine.  But  now  this  mechanistic  formula  gives  me 
serious  problems. 

But  Mr.  Sleby,  reading  between  the  lines  of  what  you  seiid  prior 
to  your  questioning  by  Mr.  Gonzalez,  were  you  thinking  that  you're 
troubled  by  the  act  that  the  Federal  Reserve  Board  may  have  the 
statutory  authority  to  jirevent  banks  from  paying  out  dividends 
when  those  banks  are  in  a  loss  situation,  but  that  the  Federal 
Home  Loan  Bank  Board  might  not  have  that  statutory  authority? 
Or  am  I  just  reading  too  much  into  what  you  said?  I  guess  I  m 
reading  too  much  into  it. 

Mr.  Selby.  No,  that's  not  true. 

Mr.  LaFalce.  OK.  Does  the  Federal  Home  Loan  Bank  Board,  to 
your  knowledge,  have  the  authority? 

Mr.  Selby.  Yes. 
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Mr.  LaFalce.  All  r^ht.  Good.  Thank  you. 

Mr.  Selby.  And  I  would  like  to  clarify-  I  was  not  proposing  loan 
amortization  with  it. 

Mr.  LaFalce.  I  know  that. 

Mr.  Selby.  That  was  not  my  position.  [Laughter.] 

Mr.  LaFalce.  I  am  fully  aware  of  that.  Thank  you. 

Mr.  Green.  Mr.  Chairman,  could  I  maybe  beg  your  indulgence. 
One  point  here,  because  the  direction  of  the  questioning  has  caused 
me  to  make  this  one,  I  think,  very  important  observation.  Basical- 
ly, we've  got  two  segments  out  there  right  now.  One  segment  that 
is  really,  for  all  practical  purposes,  brain  dead,  horrendously  insol- 
vent. And  the  net  operating  losses  of  those  institutions  is  so  tre- 
mendous, that  it  is  more  than  compensating  for  the  other  segment 
of  the  industry  that  is  a  very  good  segment  of  the  industry  that's 
done  their  homework,  they've  prudently  underwritten  loans,  but 
there  is  such  a  phenomenonal  drag  brought  about  by  this  smaller 
group,  but  where  the  losses  and  the  net  operating  losses,  and  the 
hole  already  is  so  horrendous.  And  so  in  order  for  this  other  group 
to  have  every  opportunity  to  make  it,  that  horrendously  insolvent 
group  must  be  taken  care  of  through  the  recapitalization  mechani- 
zation. 

Chairman  St  Germain.  Any  further  questions? 

[No  response.] 

Gentlemen,  your  "brief  appearance  here  is  appreciated.  There 
will  be  possibly  further  questions  in  writing  to  you.  As  you  know, 
there  are  those  who  feel  that  this  legislation  is  important  enough 
for  us  to  act  deliberately  but  rather  speedily,  so  we  would  ask  that 
the  replies  take  that  into  consideration. 

Thank  you,  gentlemen. 

Mr.  Selby.  TTiank  you  very  much,  Mr.  Chairman. 

Mr.  Green.  Thank  you. 

Mr.  Gonzalez.  Mr.  Chairman,  I  want  the  record  to  show  that  we 
are  very  grateful  to  you  for  your  generous  and  patient  recognition 
of  some  of  us  over  here  in  the  lower  tier.  [Laughter.] 

Chairman  St  Germain.  How  is  it  down  there,  Henry?  [Laughter.] 

Mr,  Gonzalez.  Well,  I've  been  accustomed— you  know,  when  you 
sleep  on  the  floor  already,  you  don't  fear  about  falling  out  of  bed. 
[Laughter.] 

[Applause.] 

Chairman  St  Germain.  I'm  not  going  to  touch  that  one! 

Now  if  you  would  repair,  and  your  staffers  repair  in  ein  orderly, 
quiet,  silent  fashion,  we  have  another  panel,  and  we  are  going  to 
call  the  other  panel  up  right  now. 

I  hope  the  entire  Home  Loan  Bank  Board  doesn't  leave,  you 
know. 

Those  who  are  the  witness  table,  please  leave. 

Mr.  McAllister,  I  would  like  to  proceed  with  this  hearing.  Thank 
you. 

Chairman  St  Germain.  The  next  panel  consists  of  Mr.  Wayne 
Nolan,  Chairman,  C.  L.  Nolan  Savings  and  Loan  Mortgage  Compa- 
ny, Fort  Worth,  'Texas;  accompanied  by  H.R.  Robert  Frenzel,  Presi- 
dent and  author — whoops,  wrong  list,  "rhank  you. 

Pemel  number  two,  Frederick  D.  Wolf,  Director,  Accounting  and 
Financial  Management  Division,  GAG;  David  Peterson,  Phoenix, 
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Arizona,  President,  Society  of  Real  Estate  Appraisers;  accompanied 
by  Dr.  William  Kinnard,  Storrs,  Connecticut,  President,  Real 
!^tate  Counseling  Group  of  Connecticut;  John  Corzine,  Senior  Part- 
ner, GoldmEin-Sachs  and  Company,  New  York,  NY;  Roslyn  Payne, 
President  and  CEO,  Federal  Asset  Disposition  Association,  San 
Francisco,  California;  Dr.  Lionel  J.  Nowotny,  President,  Watson 
and  Taylor  Realty  Company,  Dfdlas,  TX, 

What's  that?  We  have  somebody  missing?  For  whom? 

[Pause.] 

Chairman  St  Germain.  The  subcommittee  will  come  to  order. 
We  will  hear  from  our  first  witness,  Mr.  Frederick  Wolf,  Director, 
Accounting  and  Financial  Management  Division,  GAO.  We'll  put 
your  entire  statement  in  the  record  and  you  may  proceed. 

STATEMENT  OF  FREDERICK  D.  WOLF.  DIRECTOR.  ACCOUNTING 
AND  FINANCIAL  MANAGEMENT  DIVISION.  GAO 

Mr.  Wolf.  Thank  you,  Mr.  Chairman,  Members  of  the  Subcom- 
mittee. Since  you  have  received  our  complete  testimony,  1  would 
just  like  to  briefly  highlight  some  of  the  issues  which  we  have 
raised  here  today. 

First,  our  testimony  discusses  the  condition  of  the  savings  and 
loan  industry.  Since  1983,  FSLIC  has  observed  many  institutions 
encountering  problems,  resulting,  among  other  things,  from  having 
to  absorb  substantial  losses  on  high  risk,  nontraditional  invest- 
ments, the  so-called  asset  quality  problem. 

The  outcome  has  been  an  alarming  number  of  S&L  failures. 
From  1981  to  1986,  all  savings  and  loans  were  either  merged  with 
other  institutions  or  were  liquidated,  and  the  number  of  insolvent 
savings  and  Ioeuis  has  increased  from  16  in  1980  to  over  400  as  of 
September  1986. 

It  is  important,  however,  to  point  out  that  a  substantial  segment 
of  the  industry  is  both  solvent  and  profitable. 

As  of  September  1986,  about  85  percent  of  the  insured  S&L's 
were  solvent,  and  they  earned  something  on  the  order  of  $7  billion 
in  1986,  while  15  percent  were  involvent,  and  those  15  percent  in- 
curred losses  of  something  like  $5  billion  in  1986. 

Although  a  number  of  S&L's  are  insolvent  or  nearly  so  and 
highly  unprofitable,  they  continue  to  operate.  At  September  1986, 
445  operating  S&L's  had  a  GAAP  net  worth  of  zero  or  less,  and  300 
of  them  were  unprofitable. 

In  an  attempt  to  preserve  FSLIC's  resources,  the  Bank  Board  has 
been  forced  to  allow  S&L's  to  operate,  even  though  many  may 
never  regmn  solvency  or  profitability. 

FSLIC  has  also  had  to  provide  about  $7  billion  of  assistance  to 
these  troubled  institutions.  Delaying  necessary  regulatory  actions, 
including  closures  where  warranted,  only  increases  the  ultimate 
cost  of  resolving  the  industry's  problems. 

The  majority  of  current  cases  requiring  action  are  asset  quality 
problems  rather  than  interest  rate  spread  problems.  Asset  quality 
problems  are  potentially  more  expensive  to  the  fund  and  they  can 
be  more  difficult  to  deal  with. 

Moreover,  in  contrast  to  interest  rate  spread  problems  which  im- 
prove when  inflation  declines,  an  S&L  with  ztsset  quality  problems 
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18  less  likely  to  recover  simply  from  a  return  to  economic  prosperi- 
ty, especially  when  inflation  also  subsides. 

Second,  our  testimony  discusses  the  impact  on  FSLIC's  financial 
stability  of  the  industry's  position.  FSLIC  s  insurance  fund  has  de- 
clined during  the  last  5  years,  from  $6.5  billion  in  1981  to  a  deficit 
position  in  1986  of  over  $3  billion. 

As  a  part  of  our  audit  of  FSLIC's  1986  financial  statements,  we 
have  preliminarily  determined  that  FSLIC  needs  to  establish  a  li- 
ability in  the  range  of  $8  billion  to  handle  cases  that  will  require 
action  in  the  near  future. 

At  December  31,  1985,  FSLIC  had  ninety-three  cases  involving 
S&L's  that  it  considered  to  be  in  serious  financial  trouble,  with  sig- 
nificant negative  equity  and  large  losses.  One  year  later,  the  list 
had  virtually  doubled  to  183. 

These  thrifts  have  combined  assets  of  about  |60  billion. 

I'd  like  to  now  turn  for  a  moment  to  prior  regulatory  actions 
taken  to  resolve  problems.  Since  the  early  19808,  FSLIC  has  experi- 
mented with  assorted  regulatory  techniques,  such  as  relaxing  ac- 
counting regulations  to  postpone  resolution  of  problems. 

Various  industry  groups  are  now  proposing  further  rule  changes 
and  a  forbearance  program  as  a  further  attempt  to  assist  the  fail- 
ing segment  of  the  industry. 

We  oppose  any  changes  that  would  weaken  accounting  and  re- 
porting procedures,  and  firmly  believe  that  S&Ls  should  follow  gen- 
erally-accepted accounting  principles.  Relaxing  accounting  and  ex- 
ternal reporting  rules  of  depository  institutions  results  in  a  mis- 
leading picture  of  the  true  financial  condition  of  the  institutions 
and  does  not  solve  the  economic  problems  in  the  industry. 

Congress,  the  regulators,  investors  and  the  general  public  all 
need  clear  and  accurate  reporting  to  make  the  best  decisions  possi- 
ble in  response  to  the  magnitude  of  the  problems  that  S&L's  face. 

One  proposal  which  has  been  put  forth  is  to  allow  S&L's  to  amor- 
tize loan  losses  over  a  period  up  to  20  years. 

We  oppose  that  proposal,  as  we  did  when  similar  legislation  was 
proposed  with  the  Farm  Credit  System.  Unfortunately,  we  believe, 
and  our  other  work  has  shown,  that  our  S&L's  have  often  been  far 
too  slow  in  recognizing  the  uncollectable  portion  of  their  portfolios. 

Thus,  to  appear  to  encourage  a  liberal  use  of  accounting  rules  re- 
lated to  debt  restructuring  without  acknowledging  the  related  need 
to  continue  to  evaluate  collectability  and  to  take  appropriate  write- 
downs just  exacerbates  the  problem. 

This  also  puts  enormous  pressure  on  public  auditors,  who  are 
trying  to  assure  proper  financial  reporting  to  the  investing  public 
and  to  the  depositors. 

In  the  past  several  weeks,  a  number  of  proposals  have  been  made 
for  the  Bank  Board  to  adopt  a  policy  of  capital  forbearance.  The 
Bank  Board's  recent  announcement  noted  that  a  forbearance  policy 
would  be  instituted  which  would  be  closely  patterned  after  the 
commercial  bemking  regulatory  agency's  forbearance  program. 

"nie  capital  forbearance  program,  as  practiced  in  the  banking  in- 
dustry, is  a  well  defined  program,  primarily  intended  to  provide  a 
temporary  moratorium  for  well-managed  banks  with  sufiicient  cap- 
ital to  atsorb  loan  losses  and  with  reasonable  prospects  for  recov- 
ery. 
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It  is  clearly  not  a  program  designed  to  prop  up  poorly  run  or  in- 
Bolvent  institutions  or  to  mask  or  minimize  financieil  problems. 

We  reci^^ize  that  a  similar  policy  of  capital  forbearance  might 
be  a  useful  regulatory  tool  for  the  savings  EUid  loan  industry. 

Lastly,  let  me  turn  to  the  recapitalization  proposal  iteelf.  We 
have  recently  completed  an  analysis  of  the  Treasury,  Bank  Board 
proposal  to  recapitelize  FSLIC,  and  we  are  releasing  our  report  to 
the  committee  at  this  time  on  that  recapitalization. 

Clearly,  FSLIC  needs  additional  funds  to  resolve  the  large  hack- 
ly of  insolvent  and  unprofitable  S&L's  that  continue  to  operate. 
FSLIC's  current  inability  to  deal  with  the  problems  facing  the  in- 
dustry has  had  a  detrimental  effect  on  public  confidence  in  the 
entire  thrift  industry. 

While  we  did  not  attempt  to  determine  whether  this  $20  to  25 
billion  being  proposed  is  adequate  to  finance  the  resolution  of  the 
known  problems,  our  previous  work,  knowledge  of  the  industry  and 
the  Bank  Board's  own  analysis  suggest  that  a  smaller  amount 
would  probably  be  too  little. 

Our  analysis  does  show  that  the  Treasury  proposal  can  raise  $25 
billion  over  the  5  years.  We  would  emphasize,  however,  that  this 
solution  virtually  preempts  FSLIC's  future  income  stream  to  deal 
with  current  problems. 

Accordingly,  if  the  industry  were  to  suffer  further  significimt  de- 
clines, FSLIC  would  not  have  the  funds  available  to  deal  with  those 
consequences.  Therefore,  we  believe  that  Congress  should  recognize 
that  enactment  of  this  legislation  will  not  necessarily  preclude  the 
need  for  additional  infusions  of  capital  at  some  future  time. 

Despite  these  concerns,  however,  we  do  not  oppose  enactment  of 
H.R.  27  because  of  the  urgency  we  attach  to  the  need  for  FSLIC  to 
promptly  deal  with  its  inventory  of  failed  or  failing  institutions. 

In  its  deliberations  on  recapitalization,  however,  we  believe  Con- 
gress should  also  consider  requiring  the  industry  and  FSLIC  to 
limit  the  industry's  ability  to  enter  into  the  high  risk  investments 
and  loans  which  have  resulted  in  some  of  the  problems  we're 
facing  today. 

In  developing  recapitalization,  this  committee  has  an  opportunity 
to  provide  the  funding  FSLIC  desperately  needs  now  and  to  require 
actions  that  will  reduce  the  potential  that  recapitalization  will  be 
required  again  at  some  future  time. 

Mr.  Chairman,  this  concludes  my  statement.  I'd  be  pleased  to 
answer  any  questions. 

[The  prepared  statement  of  Mr.  Wolf  and  a  Briefing  Report  to 
Selected  Members  of  Congress  can  be  found  in  the  appendix.] 
Chairman  Sr  Germain.  Thank  you,  Mr.  Wolf. 
Now  we'll  hear  from  Mr.  David  Peterson,  Phoenix,  Arizona, 
President,  Society  of  Real  E^state  Appraisers. 

STATEMENT  OF  DAVID  N.  PETERSON,  PRESIDENT,  SOCIETY  OF 
REAL  ESTATE  APPRAISERS  PHOENIX.  AZ;  ACCOMPANIED  BY 
WILLIAM  N.  KINNARD,  JR.,  PRESIDENT,  REAL  ESTATE  COUN- 
SELING  GROUP  OF  CONNECTICUT,  STORRS.  CT 
Mr.  Peh-erson.  Thank  you.  Chairman  St  Germain,  Mr.  Wylie, 

Members  of  the  Subcommittee. 
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My  name  is  David  Peterson.  I'm  a  partner  in  Real  Estate  Science 
Corporation,  Phoenix,  Arizona,  where  I  specialize  in  appraisals  of 
large  commercial  and  income-producing  properties.  I  have  been  a 

Srofessional  real  estate  appraiser  for  26  years,  and  have  earned  the 
enior  Real  £^tate  Analyst  designation,  SREA,  of  the  Society  of 
Real  Estate  Appraisers;  and  the  MAI  designation  of  the  American 
Institute  of  Real  Estate  Appraisers. 

I  am  the  1987  International  President  of  the  Society  of  Retil 
Estate  ApprEiisers,  which  has  over  17,000  members. 

The  Society's  headquarters  are  in  Chicago  and  we  maintain  a 
public  affairs  office  with  legislative  counsel  in  Washington.  I  am 
accompanied  by  Dr.  William  N.  Kinnard,  Professor  Emeritus  in  Fi- 
nance and  Real  Estate  at  the  University  of  Connecticut. 

Dr.  Kinnard  also  holds  the  SREA  and  MAI  des^ation  and  is  an 
approved  instructor  for  the  Society's  R-41C  seminar. 

For  the  record,  R.  Howard  Sears,  Ist  Vice  President  of  the  Socie- 
ty and  Rich  LeGran,  our  chairman  of  Public  Affairs,  also  are 
present.  Both  people  also  hold  the  SREA  and  MAI  designations. 

The  Society  of  Real  Estate  Appraisers  appreciates  this  opportuni- 
ty to  testify  and  to  provide  the  subcommittee  with  technical  assist- 
ance on  appraisal  issues  relative  to  these  hearings. 

The  1980s  have  witnesses  increasing  attention  on  appraisers  and 
the  appraisal  process  from  lenders,  insurers  and  Federal  regula- 
tors. This  attention  and  scrutiny  has  been  a  consequence  of  an  un- 
precedented volume  of  defaulted  and  foreclosed  commercial  find 
income  property  loans  and  accompanying  losses. 

Many  of  these  losses  have  been  experienced  by  FSLIC  insured 
thrift  associations. 

Origins  of  appraisal  concerns  go  back  to  the  early  1960s — seven- 
ties. Excuse  me. 

Three  important  real  estate  marketing  and  financial  develo[>- 
ments  occurred.  Real  estate  investment  trusts  were  introduced. 
The  condominium  form  of  ownership  became  commonplace,  and  a 
sui^e  of  lending  investment  activity  into  construction  and  develop- 
ment projects  was  begun  by  financial  institutions. 

The  records  of  REITs  illustrates  that  the  people  managing  the 
REITs  took  few  precautions,  A  major  problem  was  that  appraisals 
were  not  obtained  until  after  the  fact,  if  at  all.  During  this  period, 
lai^e  in-house  appraisal  staffs  were  maintained  within  life  insur- 
ance companies  and  thrift  associations.  They  were  often  regarded 
as  training  grounds  for  fee  appraisers. 

A  problem  for  the  in-house  appraisers  with  the  insurance  compa- 
nies was  the  focus  on  analyzing  an  already-determined  situation. 

Thrift  associations  at  that  time  were  a  different  matter.  Tradi- 
tionally, they  had  been  required  to  obtain  appraisals  for  single- 
family  residential  loan  purpose  in  advance  of  closing  of  the  loan. 

Thrifts  were  accustomed  to  a  3  or  4-day  turnaround  time  for  an 
appraisal.  With  the  new  marketing  and  financial  devices,  things 
began  to  change.  In  the  new  environment  of  REITs,  condos  and 
construction  lending,  time  was  of  the  essence.  Prompt  action  was 
needed  for  competitive  purposes. 

Developers  initiated  the  request  for  appraisal  and  then  shopped 
the  loan  package.  Appraisers  were  asked  to  utilize  the  conclusion 
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of  a  feasibility  study  given  them  without  further  independent  in- 
vestigation of  their  own. 

In  the  inid-1970s  to  the  early  19808,  rapid  turnover  was  essentifil 
for  an  appraiser  to  continue  to  work  for  a  developer  or  financial 
institution.  If  a  loan  decision  had  already  been  made,  the  appraiser 
was  expected  to  justify  the  conclusions  of  the  underwriter/lender. 

Many  thrift  associations  transferred  their  in-house  appraisal  op- 
erations to  their  service  corporations.  Some  see  this  as  a  possible 
conflict  of  interest. 

The  lender  needed  certain  levels  of  value  to  justify  loan  amounts. 

Chairman  St  GerIpIAIN.  Excuse  me.  Let  me  ask  you  a  question. 

Mr.  Peterson.  Yes,  sir. 

Chairmem  St  Germain.  In-house  appraisals.  In  other  words,  the 
ttirifl  has  its  own  in-house  appreuser  that  tells  them  what  the  piece 
of  land  is  worth,  the  condo  or  development,  or  what  have  you.  - 

The  appraisers  Eire  paid,  their  salaries  are  paid  by  the  thrift  in- 
stitution that's  going  to  make  the  loan.  Right? 

Mr.  P&TESSON.  That's  correct. 

Chairman  St  Germain.  Does  your  organization  approve  of  this 
type  of  tie-in?  Do  you  have  members  of  your  organization  who  are 
salaried  employees  of  thrifts,  who  do  the  appraising  for  those 
thrifts? 

Mr.  Peterson.  Yes,  we  do. 

Chairmem  St  Germain.  How  do  you  ensure  that  there's  no  con- 
flict? 

Mr.  Peterson.  We  feel  our  members  abide  by  our  Code  of  Ethics, 
Standards  of  Professional  Practice.  And  there's  many  difficulties 
sometimes  between  our  members  and,  say,  management  of  an  £isso- 
ciation  whom  they  work. 

But  most  of  our  members  that  I  know 

Chairman  St  Germain.  If  there's  a  reed  difllculty,  who  ends  up 
winning  the  argument? 

Mr.  Peterson.  The  boss  wins  and  the  appraiser  quits. 

Chairman  St  Germain.  Uh  huh. 

Mr.  Pm-ERSON.  Perhaps. 

Chairman  St  Germain.  And  all  of  these  appreiisers,  they  just  up 
and  quit? 

Mr.  Peterson.  Well,  some  of  them  work  on  a  percentage  bases 
on  a  split  fee  arrangement.  Now,  with  the  30-day  contreict  with 
many  savings  and  loan  associations,  and,  therefore 

Chairman  St  Germain.  I  mean,  don't  get  me  wrong  but  it  seems 
to  me  that's  an  unusual  situation.  Go  ahead. 

Mr,  Peterson,  OK.  The  lender  needed  certain  levels  of  value  to 
justify  loan  amounts.  During  the  recession  of  the  mid-seventies  and 
early  eighties,  lenders  found  that  some  borrowers  were  unable  to 
meet  their  obligations. 

The  result  was  that  real  estate  owned  (REO)  became  very  impor- 
tant to  some  areas,  especially  among  savings  and  loan  associations 
that  had  been  eager  for  development  projects  and  loans. 

From  its  inception  during  the  Depression  of  the  thirties  until  the 
1960s,  the  watchword  of  the  appraisal  industry  regarding  real 
estate  value  was  caution.  With  changing  social  policy  favorii^ 
home  ownership,  the  mortgage  finance  market  was  altered  in  the 
1960s,  a  period  of  growth,  increasing  inflation  and  rising  property 


Digitized  by  Google 


72 

values  produced  optimistic  projections  concerning  future  growth 
patterns. 

The  deregulation  of  the  financial  industry  during  the  past  sever- 
al years  has  created  an  atmosphere  which  has  allowed  some  very 
aggressive  lenders  to  become  involved  with  creative  lending  pro- 
grama. 

In  many  instances,  these  creative  lending  programs  have  led  to 
substantieil  overbuilding  in  some  areas  of  the  country. 

As  problems  in  mortgage  financing  surfaced,  attention  began  to 
focus  on  the  Federal  Home  Loan  Bank  Board's  appraisal  require- 
ments. Changes  in  the  Bank  Board's  appraisal  requirements  came 
about  because  the  Board  believed  it  needed  requirements  which 
would  help  protect  the  institutions  in  changing  market  environ- 
ments. 

As  a  result,  appraisal  reports  take  longer  to  produce,  require 
more  justification  and  documentation.  The  costs  to  the  lender  or 
client  have  increased  substantially  in  some  markets. 

The  Society  of  Real  Estate  Appraisers  acknowledges  the  need  for 
r^ulatory  agency  appraisal  guidelines.  The  Society  also  compli- 
ments the  Federal  Home  Loan  Bank  Board  on  its  efforts  to  develop 
requirements  to  encourage  the  use  of  queility  appraisals  emd  ap- 
praisal reports. 

The  Society  has  attempted  to  respond  to  the  Board's  appraisal  re- 
quirements by  developing  educational  seminars,  courses  designed 
to  educate  our  membership  with  these  requirements. 

The  Society  and  other  responsible  appraisal  organizations  have 
standards  of  professional  practice.  These  industry  standards  permit 
varying  levels  of  documentation  to  be  requested  by  a  client. 

In  the  R-41C  memorandum,  the  Bank  Board  made  a  decision  re- 
garding the  level  of  documentation  it  considers  appropriate  to  meet 
its  obligation  to  protect  a  FSLIC  insurance  fund.  The  Society  has 
offered  to  assist  the  Bank  Board  concerning  the  application  of  ap- 
praisal standards  so  that  policy  judgments  can  be  fully  developed. 

We  have  been  assured  that  we  will  be  invited  to  assist  the  Board 
in  the  development  of  future  appraisal  regulations. 

Federal  Home  Loan  Bank  Board  AppraisEil  Memo  R41C.  R-41C  is 
the  latest  in  a  series  of  internal  memoranda  which  have  been 
issued  by  the  Office  of  Examination  and  Supervision  of  the  Bank 
Board. 

Chairman  St  Germain.  When  was  it  issued? 

Mr.  Peterson.  It  was  issued  September  11,  1986.  The  memoran- 
dum sets  forth  the  standards  in  reporting  requirements  utilized  by 
the  Bank  Board  in  determining  compliance  with  the  appraisal  re- 
quirements of  the  Board's  insurance  regulations. 

The  R-41  series  of  memoranda  has  been  in  existence  since  June  of 
1977.  In  September  1977,  R-41A  was  issued.  Excuse  me,  R-41A  was 
issued,  followed  by  R-llA.l  in  March  of  1979. 

R-41B  was  issued  March  12, 1982.  It  was  not  until  mid  to  late  1984, 
however,  that  the  requirements  of  the  41B  began  to  be  strictly  en- 
forced. This  enforcement  led  to  rejection  of  appraisal  reports  in  the 
loan  files 

Chairman  St  Germain.  Excuse  me.  Do  you  have  any  idea  as  to 
why  the  2-year  hiatus  between  issuance  and  enforcement? 
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Mr.  Peterson.  No.  I  never  knew  about  R-41A  much  less  A-1  or  B 
until  1984. 

Cheiirman  St  Germain.  Thank  you. 

Mr.  Peterson.  This  enforcement  led  to  rejections ■ 

Chairman  St  Germain.  Excuse  me.  Since  you  have  accompany- 
ing you  the  fellow  who  lived  next  door  to  Tarland  in  Rockville  from 
Storrs,  I  wouldn't  want  to  ignore  him. 

When  did  you.  Dr.  Kinnard,  become  aware  of  41A,  A.l  and  B? 

Dr.  KiNNARn.  Well,  Mr.  Chairman,  I  had  a  very  pecuhar  set  of 
experiences.  I  was  working  in  Puerto  Rico  in  the  late  19708  and  the 
District  Appreiiser  from  the  New  York  Federal  Home  Loan  Bank 
happened  to  be  a  very  aggressive  gentleman  who  insisted  that  the 
specifications  of  then  new  R-41  be  enforced.  So  I  was  indoctrinated 
rather  early. 

Chairman  St  Germain.  R41B  or  R-41A? 

Dr.  KiNNARn.  It  was  actually  preceding  that.  Just  plain 

Chairman  St  Germain.  Because  you  said  R-41B  was  enforced. 

Dr.  KiNNARn.  No,  I'm  sorry.  That  the  specifications  of  memoran- 
dum R-41  itself  be  enforced. 

Chairman  St  Germain.  Thank  you. 

Dr.  Kinnard.  So  I  did  have  some  background  on  that.  But,  in  my 
capacity  as  educational  consultant  to  the  Society,  I  was  made 
aware  that  in  early  1984,  perhaps  as  late  as  June,  there  was  consid- 
erable questioning  coming  from  the  membership  to  headquarters. 

And  it  was  at  that  time  that  we  initially  recommended  the  devel- 
opment of  a  seminar  to  explmn  it  to  our  membership. 

Chairman  St  Germain.  So  it  was  issued  in  1982,  but  it  came  to 
your  attention  in  1984? 

Dr.  Kinnard.  Yes,  sir.  As  far  as  the  widespread  application  of 
the  standard,  yes,  sir. 

Chairman  Sr  Germain.  That's  not  my  question.  When  did  you 
become  aware  of  its  existence  and  the  fact  that  it  would  be  uti- 
lized? 

Dr.  Kinnard.  I  jwrsonally  was  aware  of  it  early.  But  the  profes- 
sion, the  organization  was  really  not  made  aware  of  it  untfl,  as  1 
sftid,  approximately  mid-1984. 

Chairman  St  Germain.  Well,  then  let  me  ask  you  why  such  a 
hiatus. 

Dr.  Kinnard.  I  can  only  make  a  conjecture  if  you'd  be  interested 
in  that.  And  I  think  that 

Chairman  Sr  Germain.  Well,  that's  better  than  anything  else 
we've  gotten. 

Dr.  Kinnard.  My  feeling  is  that  it  was  really  not  until  early  to 
mid-1984  that  some  serious  difficulties  were  beginning  to  merge 
with  savings  and  loan  associations  in  some  selected  areas. 

And  that,  at  that  time,  an  inspection  of  the  loan  files  by  examin- 
ers revealed  that  there  were  some  deficiencies,  including  either  a 
lack  of  appraisals  or  noncomplying  appraisals. 

Chairman  St  Germain.  Thank  you.  Dr.  Kinnard. 

Dr.  Kinnard.  Yes,  sir. 

Chairman  St  Germain.  Would  you  continue,  sir? 

Mr.  Peterson.  Themk  you.  Chairman  St  Germain. 

The  enforcement  led  to  rejection  of  appraisal  reports  in  the  loan 
files  of  insured  thrift  associations.  Yet,  the  enforcement  of  the  ap- 
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praisal  requirements  and  the  enhanced  educational  efforts  by  the 
Society  of  Real  Estate  Appraisers  were  not  sufficient  to  remedy 
valuation  and  underwriting  practices  quickly  enough  to  stem  the 
tide  of  defaults. 

The  Bank  Board  issued  R-41C  in  September  1986.  R-41C  estab- 
lishes specifications  and  requirements  for  a  form  appraisal  format 
emd  a  narrative  report  format.  It  contains  a  definition  of  market 
value  and  gives  requirements  for  valuation  dates  and  methodolc^ 
in  appraiser  qualifications. 

R-41C  applies  to  purchases  of  loans  by  Freddie  Mac.  R-41C  re- 
quirements therefore  may  be  applicable  to  appraisals  on  real  estate 
loans  originated  by  lending  institutions  or  mortgage  bfuikers  that 
are  outside  the  Bank  Bcard/FSLIC  system. 

The  effect  of  the  appraisal  guideline  has  been  significant.  The 
positive  impact  upon  the  quality  of  appraisal  reports  now  found  in 
the  Federal  Home  Loan  Bank  Board  system  has  been  dramatic. 
Greater  knowledge  of  the  Board's  requirements  and  its  enforce- 
ment efforts  have  tended  to  raise  the  level  of  appraisal  practice  de- 
spite the  criticism  received  from  some  quarters. 

Attention  is  focused  on  differences  between  R-41B  and  C.  We 
thought  it  would  be  hglpful  to  highlight  some  of  the  differences, 
and  they're  on  page  7  of  my  testimony. 

I  want  to  emphasize  one,  that  new  emphasis  in  requirements 
that  multiple  value  estimates  be  developed,  presented  and  property 
labeled  for  all  proposed  construction  was  an  important  difference. 

They  also  mention  in  the  report  some  explicit  mention  of  the  pos- 
sibility of  criminal  proceedings  against  appraisers  under  the  terms 
of  title  18  of  the  United  States  Code. 

Additionally,  there  are  differences  in  details,  specifications  and 
explanation  of  many  individual  points  between  the  contents  of  41-B 
and  41-C  On  page  8,  I'll  highlight  several  of  them. 

R-41C  applies  to  all  properties  regardless  of  size  or  price  level,  in- 
cluding those  for  which  a  standard  official  form  is  both  applicable 
and  acceptable,  such  as  Fannie  Mae.  Freddie  Mac,  FHA,  VA,  and 
so  on. 

The  time  to  complete  proposed  construction  must  be  explicitly  es- 
timated and  supported. 

Market  conditions  expected  to  exist  as  of  the  date  of  completion, 
the  date  of  forecast  of  stable  occupany  for  proposed  construction 
must  be  forecast. 

Still  much  of  the  content  and  substance  of  41B  and  its  predeces- 
sors remain.  The  objective  of  the  valuation  must  still  be  market 
veilue  as  defined  by  the  Federal  Home  Loan  Bank  Board.  A  self- 
contained,  stand  alone,  narrative  report  that  apply  all  three  recog- 
nized approaches  to  value  are  still  required. 

As  appraisers  have  b^un  implementing  the  reporting  require- 
ments of  RR-41C,  some  concerns  have  risen.  And  these  are  the  time 
and  cost  required  to  fulfill  all  the  requirements  of  41C,  the  necessi- 
ty of  estimating  future  value,  the  deiinition  and  meaning  of  value 
upon  completion,  and  value  as  if  stabilized,  the  issue  of  discount- 
ing, R-41Cis  applicabilitv  to  single-family  dwellings,  in  that  apprais- 
ers can  become  enmeshed  in  aspects  of  the  underwriting  process. 

In  our  opinion,  the  following  changes  and  clarifications  would 
improve  the  effectiveness  of  the  Boara's  requirements.  And  these 
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are  outlined  on  the  bottom  of  page  9  and  the  top  of  page  10  of  the 
testimony. 

And  a  more  complete  list  of  the  differences  in  our  Bu^estions  is 
found  on  page  14. 

The  Society  of  Real  Estate  Appraisers  acknowledges  the  need  for 
a  r^ulatory  appraisal  guidelines.  The  Society  has  attempted  to  re- 
spond to  the  Bank  Board's  requirements  with  education  courses 
specifically  designed  to  address  these  guidelines. 

We  have  been  unable  to  achieve  all  the  goals  that  we  have  tried 
to  meet;  yet,  we  are  still  trying.  We  remain  generally  supportive  of 
the  concepts  underlsnng  the  R-41  series. 

Also  make  a  comment  on  the  classification  of  assets  r^^lation. 
The  appraisal  process  and  the  classification  of  assets  function  are 
interrelated. 

The  classification  of  assets  regulation  as  we  understand  it  re- 
quires additional  Edlocation  of  net  worth  to  cover  anticipated  cap- 
ital loss  from  loans  that  show  a  weakness,  such  as  inadequate  cov- 
erage of  debt  service. 

In  June  1986,  the  classification  of  asset  system  established  three 
classification  of  problem  assets,  including  real  estate  loans.  These 
classifications  are  substandard,  doubtful  and  lost. 

An  appraisal  report  that  does  not  comply  to  R-41C  can  render  the 
entire  loan  package  substandard.  An  asset  is  doubtful  that  exhibits 
discernible  loss  potential  where  some  loss  seems  very  likely. 

An  asset  is  classified  as  a  loss  when  some  or  all  of  it  is  consid- 
ered uncollectable.  An  acceptable  appraisal  may  allow  for  a  lesser 
amount  of  loss  review. 

Also  comment  on  FASB-15.  As  the  classification  has  to  do  with 
the  valuation  of  the  loan,  which  is  the  asset  of  the  lender,  apprais- 
ers estimate  the  market  value  of  the  collateral  for  that  loan. 

Giving  a  value  to  the  loan  is  a  matter  of  policy  in  accounting 
principles.  At  what  point  nonperforming  assets  start  influencing 
the  perception  of  the  safety  of  the  institution  by  r^ulators  and  ex- 
aminers are  policy  questions. 

In  decidii^  policy,  the  questions  arise.  If  we  had  to  convert  this 
asset  with  its  underlying  collateral  into  cash,  what  could  we  get  for 
it? 

A  market  value  estimate  or  an  appraisfil  using  market  value  as 
the  objective  would  give  you  a  value  of  the  collateral.  The  concept 
of  market  value  seeks  to  establish  the  most  probable  price  in  terms 
of  money  a  property  would  bring  in  the  open  market  under  condi- 
tions requisite  to  a  fair  seile  of  buyer  and  seller  each  acting  pru- 
dently. 

In  dealing  with  income  property  where  benefits  are  to  be  derived 
from  future  revenue,  there  are  forecasts  of  these  future  amounts. 
Those  future  amounts  are  generally  discounted  to  the  present  at  a 
rate  of  return  that  the  typical  purchaser/ investor  could  earn  on  an 
alternative  competitive  investment. 

The  holding  period  discount  used  by  an  appraiser  developed 
market  value  should  be  based  upon  a  market  derived  discount  rat«. 

In  the  accounting  field,  the  holding  costs  to  an  owner  are  used, 
and  when  that  owner  is  a  lending  institution,  the  cost  of  money  is 
ttieir  cost  of  funds  rate. 
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The  cost  of  funds  rate  is  a  legitimate  rate  to  use  insofar  as  the 
asset  is  concerned,  but  not  insofar  as  the  collateral  is  concerned. 
This  is  because  the  only  place  where  the  value  of  that  collateral  is 
going  to  be  realized  is  on  the  market. 

The  clfissification  of  assets  system  establishes  the  necessity  to 
write  down  a  loan.  It  requires  an  appraisal  of  the  property.  That 
appraisal  is  a  market  value  estimate. 

If  there  were  no  41C,  we  would  still  have  to  abide  by  the  uniform 
standards  of  professioneJ  practice  put  forth  by  the  Society  of  Real 
Estate  Appraisers  and  other  appraisal  organizations. 

Chairman  St  Germain.  We  can  put  the  rest  of  your  statement  in 
the  record. 

Mr.  Peterson.  Thank  you,  sir. 

[The  prepared  statement  of  Mr.  Peterson  can  be  found  in  the  ap- 
pendix.] 

Chairman  St  Germain.  Now  we'll  hear  from  Mr.  Jon  Corzine, 
Senior  Partner,  Goldman  and  Sachs,  New  York.  Put  your  entire 
statement  in  the  record,  and  we'll  allow  you  to  summarize. 

STATEMENT  OF  JON  S.  CORZINE,  PARTNER,  LAW  FIRM  OF 
GOLDMAN.  SACHS  AND  CO. 

Mr.  Corzine.  Thank  you,  Mr.  Chairman,  Members  of  the  Com- 
mittee. I  appreciate  your  invitation  to  appear  here,  and  I'll  just  by 
way  of  background,  my  name  is  Jon  Corzine,  Partner  of 

Chairman  St  Germain.  Mr.  Corzine,  let's  check  and  make  sure 
that  the  mike  is  on,  please. 

I  guess  you've  got  to  bring  it  closer  then.  It's  one  of  those  that 
got  hit  by  Gramm-Rudman;  it  doesn't  have  enough  something  or 
other;  juice  or  whatever.  [Laughter.] 

Mr.  Corzine.  My  name  is  Jon  Corzine.  I  am  a  partner  of  Gold- 
man, Sachs.  I  am  not  the  senior  partner,  unfortunately.  I  am  the 
Senior  Trader  in  the  Fixed  Income  Securities  Division  and  a 
member  of  the  firm's  Maneigement  Committee. 

I  have  held  my  current  position  with  Goldman  for  2  years,  before 
which  time  I  was  responsible  for  the  management  of  our  primary 
dealership.  So  I  am  sure  you  understand  the  primary  dealership  is 
responsible  for  the  underwriting,  distribution  and  secondary 
market-making  for  most  U.S.  government  and  agency  securities,  in- 
cluding those  of  the  Federal  Home  Loan  Bank. 

My  role  at  Goldman  is  to  assess  the  risk/reward  relationships 
which  relate  to  our  fixed  income  underwriting  and  tradii^  posi- 
tions. That  responsibility  requires  that  I  assess  the  investment 
characteristics  of  many  different  debt  instruments  in  light  of  how 
Investors  will  perceive  those  SEime  characteristics. 

It  is  from  this  expertise  and  perspective  that  I  offer  my  com- 
ments on  the  potential  attractiveness  of  the  proposed  financing  cor- 
poration securities  in  the  marketplace. 

Some  basic  points  first,  which  may  appear  elementary,  but  I  be- 
lieve very  much  bear  repeating.  That  is,  that  these  securities  are 
neither  guaranteed  by  the  Federeil  Home  Loan  Bemk  nor  the  Feder- 
al Savings  and  Loan  Insurance  Corporation,  nor  do  they  have  the 
full  faith  and  credit  of  the  United  States  Government.  And  they 
will  be  the  sole  responsibility  of  the  creative  financing  corporation. 
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The  perspective  investor  will,  therefore,  scrutinize  these  securi- 
ties with  a  view  to  assessing  the  likelihood  of  timely  principal  and 
interest  payments.  The  greater  the  risk  the  investor  feels  that  he 
will  not  be  repmd  some  or  all  of  the  principal  smd  interest  owing, 
the  higher  the  rate  of  interest  he  is  going  to  demand  in  compensa- 
tion. 

And  the  higher  the  rate  of  interest  the  financing  corporation  is 
<^liged  to  pay,  the  more  it  will  cost  to  fulfill  its  basic  mission  of 
revitalizing  the  FSLIC. 

This  scrutiny  will  be  especially  exacting  in  the  case  of  the  new 
financing  corporation  because  the  investor  will  be  confronting  both 
the  instruments  and  the  corporation  that  will  be  issuing  them  for 
the  first  time.  The  less  certain  the  investor  is  that  the  structure 
put  in  place  is  objectively  secure,  the  more  difficult  the  sale  will  be. 

Thus,  the  underwriters  will  need  to  work  harder  at  educating  the 
investor  and  selling  the  investment.  By  "investor",  I  am  referring 
to  the  large  institutions  such  as  pension  funds,  insurance  compa- 
nies and  trust  departments  of  banks  with  sophisticated  emalysts 
and  researchers. 

Bach  of  these  investors  will  have  to  justify  under  the  applicable 
Federal,  State  or  fiduciary  standards  why  he  or  she  boi:«ht  these 
new  instruments  in  the  quantity  he  did  and  included  them  in  his 
portfolio. 

This  is  particular  important  given  the  fact  that,  in  recent  years, 
the  investment  community  has  become  increasingly  uneasy  over 
the  credit  standing  of  the  securities  afforded  agency  status.  Reflect- 
ing this  changing  investor  perception,  the  spreads  demanded  by  in- 
vestors for  agency  securities  over  Treasury's  have  been  volatile 
among  the  various  agencies  and  over  various  maturity  ranges. 

It  is  also  true  that  the  absolute  spreads  have  tended  to  widen.  I 
have  included  an  exhibit  that  would  demonstrate  some  of  these 
characteristics.  In  general,  these  changing  relative  spreads  can  be 
shown  to  coincide  with  those  times  of  uncertainty  associated  with 
(A)  the  economic  viability  of  the  agenCT  in  question,  and  (B)  the  po- 
litical commitment  of  the  existing  Congress  and  the  Executive 
Branch  to  that  particular  agency's  need. 

Both  of  these  factors  will  be  closely  studied  by  the  marketplace 
when  it  establishes  initial  spreads  of  the  proposed  financing  corpo- 
ration. 

Looking  first  at  the  economics  of  the  proposal,  I  believe  that  the 
recapitalization  proposal  put  forward  by  the  Treasury  and  the  Fed- 
eral Home  Loan  Bank  does  have  intuitive  merit. 

In  view  of  the  presumed  scope  of  the  problem  that  has  been  iden- 
tified, the  sources  of  funding  are  straightforward.  Thrift  industry 
assessments.  Federal  Home  Loan  Bank  contributions  £uid  capital 
market  resources. 

Additionally,  the  program  appears  expandable  if  the  scope  of  the 
FSLIC  problems  turns  out  to  be  larger  than  anticipated.  We  still 
would  hoi>e  that  the  bad  news  is  on  the  table  as  investors  become 
reluctant  participants  when  faced  with  unanticipated  surprises 
which  will  in  turn  be  reflected  in  spreads. 

Moreover,  the  financing  corporation  will  be  structured  appropri- 
ate for  the  broadest  possible  investor  base,  with  agency  status  for 
teut  treatment,  collateral  eligibility  and  SEC  exemption.  The  time 
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horizon  of  its  charter  deeds  with  the  long-term  nature  of  the  prob- 
lem and  solution,  i.e.,  40  years. 

The  collateralization  of  principal  payments  is  feasible  and  should 
merit  investor  acceptance.  The  availability  of  the  FSLIC  assess- 
ment adds  on  an  important  cushion  against  the  uncertainties  of 
unexpected  negative  cash  flows  so  that  the  market  can  look  to  this 
feature  for  interest  payment  credibility  over  time. 

Finally,  the  marketplace  at  most  times  has  a  ready  appetite  for 
credit-worthy  debt  issues  in  the  anticipated  maturity  range  of  15  to 
30  years. 

In  short,  the  prc^ram  looks  marketable  on  the  economic  side. 

On  the  second  set  of  issues,  relating  to  the  political  commitment, 
the  legislation  must  be  seen  as  long-term  and  permanent.  Any  sug- 
gestion that  Congress  will  have  to  revisit  this  program  in  the  near 
future — and  I  suggested  3  to  5  years — either  because  the  l^islation 
terminates  of  its  own  accord  after  a  few  years,  or  because  ^e  legis- 
lation fails  in  some  way  to  firmly  and  decisively  solve  the  problems 
it  addresses  will  have  an  immediate  impact  in  my  view  on  the 
effect  on  the  investor's  willingness  to  buy  the  instruments  at  an  ap- 
propriate interest  rate. 

A  Sunset  provision  or  the  prospect  of  further  superseding  Feder- 
al legislation  would  raise  the  objective  possibility  that  there  will  be 
an  interruption  in  the  repayment  of  principal  and  interest. 

Moreover,  it  would  raise  a  subjective  fear  that  the  proposed  cor- 
poration did  not  enjoy  the  unqualified  support  of  both  uie  execu- 
tive and  legislative  branches. 

The  more  the  investor  perceives  political  support  in  a  certain 
structure  to  reflect  that  support,  the  more  likely  he  is  to  accept  an 
interest  rate  closer  to  that  on  a  Treasury  security. 

While  I  have  offered  the  view  that  the  Treasury,  Federal  Home 
Loan  Bank  program  could  work  in  the  form  proposed,  I  do  believe 
there  is  meiit  in  other  formulizations.  There  certainly  is  a  market- 
place demand  for  very  substantial  amounts  of  zero  coupon  bonds. 
The  issues  for  an  alternative  proposal  would  appear  to  be  whether 
the  size  of  the  program  would  be  sufficient  to  solve  the  problem 
emd  whether  the  cost  of  the  refunding  payment  of  the  principal 
would  be  too  high  or  burdensome  in  the  long  run. 

Mr.  Chairman,  that  concludes  my  prepared  testimony.  I  appreci- 
ate the  opportunity  to  testify  and  would  be  happy  to  answer  any 
questions. 

[The  prepared  statement  of  Mr,  Corzine  can  be  found  in  the  ap- 
pendix.] 

Chairman  St  Germain.  I  think  maybe  you'd  better  not  let  any  of 
your  potential  investors  read  into  these  hearings.  [Lai^hter.] 

Our  next  witness  is  Roslyn  Payne,  who  is  Resident  and  CEO  of 
the  Federal  Asset  Disposition  Association. 

Ms.  Payne,  we'll  put  your  entire  statement  in  the  record.  You 
may  proceed. 

STATEMENT  OF  ROSLYN  PAYNE,  PRESIDENT  AND  CEO,  FEDERAL 
ASSET  DISPOSITION  ASSOCIATION,  SAN  FRANCISCO,  CA 

Ms.  Payne.  Thank  you,  Mr.  Chairman  and  Members  of  the  Sub- 
committee. I  welcome  the  opportunity  to  appear  before  you  today 
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to  provide  you  with  information  concerning  the  operations  and  ac- 
tivities of  the  Federal  Asset  Disposition  Association. 

My  written  stat«ment,  which  you  have  for  the  record,  addresses 
four  key  topics:  (1)  a  current  overview  of  our  operations  and  activi- 
ties, (2)  the  1987  outlook,  (3)  our  observations  and  lessons  learned 
from  troubled  assets  to  date,  and  (4)  the  effects  of  H.R.  27,  a  bill  to 
recapitalize  the  Federal  Savings  and  Loan  Insurance  Corporation 
as  it  relates  to  our  own  operation. 

Let  me  briefly  highlight  these  key  topics  on  an  overview  basis.  In 
an  effort  to  minimize  the  FSLIC's  loss  on  troubled  assets  acquired 
from  savings  institutions,  the  Federal  Home  Loan  Bank  Board  in 
November  of  1985  chartered  a  new  Federal  Savings  and  Loan  Asso- 
ciation under  the  provisions  of  Section  406  of  the  National  Housing 
Act  of  1934.  This  Association  is  called  the  Federal  Asset  Disposition 
Association. 

All  of  its  stock  is  owned  by  the  FSLIC,  which  capitalized  it  in 
March  of  1986  with  $25  million.  The  Association  has  a  10-year  char- 
ter Etnd  no  additional  capital  is  anticipated. 

The  mission  is  veiy  simple:  to  assist  the  Federal  Home  Loan 
Bank  Board  and  the  FSLIC  in  the  management,  workout  and  ulti- 
mate 8£ile  of  troubled  real  estate  assets. 

The  Association  never  takes  title  to  any  troubled  real  estate,  but 
rather  acts  as  a  manager  and  professional  real  estate  consultant  to 
the  FSUC. 

Simply  put,  the  Association  has  become  a  major  FSLIC  contrac- 
tor for  asset  management.  We  have  dramatically,  we  believe,  im- 
proved FSLIC's  ability  to  secure  the  h^hest  value  on  loan  work- 
outs and  on  asset  sales  and  to  minimize  the  associated  manage- 
ment expense  in  the  interim. 

The  goal  in  this  process  of  management,  workout  and  sale  is  to 
obtain  the  highest  possible — price  on  a  net  present  value  basis — 
consistent  with  sound  business  operation.  The  asset  management 
philosophy  is  to  perform  these  services  for  the  FSLIC  with  the 
small  staff  of  professionals  who  utilize  specialized  subcontractors  as 
the  workload  demands. 

This  "accordian  approach"  to  subcontracting  enables  us  to  mini- 
mize our  operating  costs  and  utilize  resources  efficiently  on  an  as 
needed  basis,  without  a  large  buildup  of  core  staff.  It  will  also 
enable  the  Association  to  close  operations  when  the  work  is  com- 
plete. 

As  of  this  month,  we  were  managii^  aimroximately  1,000  assets 
with  a  book  value  of  nearly  $2  billion  for  11  thrifts  that  have 
failed.  If  100  percent  of  the  book  value  of  all  of  the  participation 
loans  were  included,  the  value  of  these  assets  would  be  nearly  $3 
billion. 

In  addition,  we  are  performing  asset  advisory  work  for  financial- 
ly troubled  institutions  that  involve  over  $1  billion  in  assets, 

I  will  comment  now  on  our  outlook  for  1987.  We  were  organized 
in  1986  BO  that  we  could  be  poised  to  eissist  FSLIC  under  a  recapi- 
talization plan  with  expanded  asset  management  and  disposition 
advice,  again,  on  an  as  needed  basis. 

We  believe  that  the  operational  infrastructure  that  we  have  set 
up  combined  with  our  supply  of  others  who  can  help  us,  ageiin,  as 
needed,  will  make  this  possible. 
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We  expect  that,  in  1987,  we  will  focus  our  efforts  on  several  key 
strategic  issues.  The  first  is  in  the  management  and  marketing 
areas.  The  second  is  in  the  refinement  and  expansion  of  our  oper- 
ational systems.  The  third  is  in  the  area  of  legal  coordination.  And 
the  fourth  is  being  responsive  to  the  FSLIC  restructuring  effort. 

Let  me  highlight  this  latter  topic.  As  noted  by  Federal  Home 
Loan  Bank  Board  Chairmiin  Gray  in  his  testimony  before  this  sub- 
committee on  January  22  of  this  year,  a  Bank  Board  task  force  is 
devising  plans  and  procedures  to  restructure  the  FSLIC  that  in- 
cludes making  the  best,  highest  quality  use  of  our  expertise  in  the 
asset  management  and  disposition  process. 

We  will  assist  the  Bank  Board  in  its  efforts  and  will  implement 
their  resulting  recommendations. 

Now,  what  are  some  of  the  lessons  we  have  learned  since  we 
have  been  operational? 

We  have  learned  many  lessons  about  the  causes  of  asset  quality 
problems  and  the  mistakes  made  by  thrift  industry  managers. 

Four  problem  areas  are  clearly  evident  to  us  as  Eisset  managers. 
The  first,  in  many  cases,  we  have  seen  poor  or  nonexistent  under- 
writing procedures  in  these  institutions. 

Second,  we  have  seen  widespread  problem  participation  loans. 

Third,  a  lack  of  management  systems  within  these  orgemizations 
themselves. 

And,  finally,  fraud. 

In  summary,  asset  queility  problems,  when  seen  in  these  institu- 
tions, are  relatively  recent  and  have  developed  when  loans  were 
made  by  thrift  managers,  many  times,  unfortunately,  lacking 
knowledge  and  experience  in  new  lines  of  businesses. 

Such  loans  were  often  made  on  property  tsrpes  that  thrift  direc- 
tors and  managers  were  not  familiar  with.  You  heard  this  morning 
and  earlier  this  afternoon  about  the  differences  in  the  types  of 
assets  that  have  emerged  in  those  institutions  identified  over  the 
last  several  years. 

In  many  cases,  thrift  lenders  have  often  failed  to  properly  ad- 
dress borrower  quality  and  credit-worthiness. 

As  to  the  proposed  House  Bill  H.R.  27,  let  me  address  that  now. 

Chairman  St  Germain,  we  support  your  objective  of  full  audit 
and  review  by  Congress  of  the  Association.  You  wish  to  accomplish 
this  through  the  use  of  the  General  Accounting  Office. 

We  have  studied  the  language  of  section  7  carefully  and  we  sup- 
port your  objective.  We  have  suggested  certain  modifications  to 
your  staff  that  we  think  will  more  precisely  address  these  goals. 

These  modifications  are  characterized  into  three  areas.  As  to  the 
GAO  audit  and  review,  again,  I  confirm  our  support  of  your  objec- 
tive of  audit.  However,  the  current  language  goes  well  beyond  that 
topic. 

By  making  the  Association  a  mixed-ownership  Government  cor- 
poration, implications  of  applying  this  extremely  broadbased  gov- 
ernment corporation  status  may  well  effectively  erode  our  ability 
to  achieve  the  highest  values  for  the  FSLIC  for  troubled  assets. 

One  result  may  be  to  apply  the  Gramm-Rudman-Hollings  and 
0MB  budget  authority  to  the  Association.  We  do  not  believe  this  to 
be  your  or  Congressional  intent. 
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What  we  have  suggested  to  the  staff  is  a  modification  of  this  lan- 
guage to  provide  for  full  GAO  audit  and  review  upon  demand, 
without  filtering  our  status. 

With  this  change,  you  will  be  able  to  achieve  your  objective  of 
GAO  oversight  and  still  enable  the  Association  to  perform  our 
asset  management  and  disposition  functions  effectively. 

As  to  the  Sunshine  Act,  while  we  do  understand  and  support  the 
underpinnings  of  the  open  meeting  requirement  of  the  Government 
in  the  Sunshine  Act,  we  believe  that  such  a  provision  would  severe- 
ly restrict  and  inhibit  the  ability  of  our  management  and  board  of 
Erectors  to  perform  our  asset  management  and  disposition  duty. 

The  board  of  directors,  as  you  heard  from  one  of  our  board  mem- 
bers this  morning,  openly  and  candidly  discusses  the  relative 
strengths  and  weaknesses  of  various  troubled  savings  institutions 
and  real  estate  markets. 

If  these  discussions  were  to  become  public,  the  ability  of  the  As- 
sociation to  obtain  the  highest  value  for  troubled  Eissets  would 
plummet. 

Moreover,  the  effect  on  local  communities  would  be  devastating 
if  runs  on  thrift  institution  deposits  occurred. 

Public  confidence  in  the  safety  and  soundness  of  the  savings  and 
loan  system  would  continue  to  be  severely  shaken. 

We,  therefore,  Mr.  Chairman,  strongly  endorse  deleting  this  pro- 
vision of  section  7. 

As  to  reporting  requirement,  H.R.  27  includes  a  provision  requir- 
ing quarterly  detailed,  written  reports  to  the  House  and  Senate 
Banking  Committees  on  all  of  our  activities  and  operations.  This 
provision  of  section  7  is  duplicative  since,  in  the  same  bill,  it  con- 
tains a  similar  reporting  requirement  in  section  6(E).  We  are  re- 
quired to  report  semi-annually  and,  in  some  cases,  quarterly  on  the 
fall  scope  of  our  activities  and  operations.  These  reports  are  sub- 
mitted to  the  House  and  the  Senate  Banking  Committees  as  part  of 
a  broader  report  to  the  Congress  by  the  FSLIC. 

For  these  reeisons,  the  provision,  therefore,  can  be  deleted  and 
the  reporting  requirement  of  section  6(E)  substituted. 

Thank  you,  Mr.  Chairman,  and  Members  of  the  Subcommittee 
for  your  invitation  today.  Given  the  magnitude  of  the  troubled  real 
estate  assets  of  past  and  future  savings  failures,  we  believe  that  the 
work  of  the  Association  can  substantially  help  Congress  and  FSLIC 
resolve  these  problems. 

I  will  look  forward  to  your  questions. 

[The  prepared  statement  of  Ms.  Payne  can  be  found  in  the  ap- 
pendix.] 

Chairman  St  Germain.  Now  we  will  hear  from  Lionel  Nowotny, 
President,  Watson  and  Taylor  Realty  Company,  Dallas,  Texas. 
We'll  put  your  entire  statement  in  the  reconi,  and  you  may  pro- 
ceed. 

STATEMENT  OF  LIONEL  J.  NOWOTNY,  PRESIDENT,  WATSON  & 
TAYLOR  REALTY  CO.,  DALLAS,  TX 

Mr.  Nowotny.  Chairman  St  Germain,  (^mmittee  Members,  my 
name  is  Lionel  Nowotny.  I'm  employed  as  the  President  of  the 
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Watson  and  Taylor  Realty  Company,  which  has  its  main  office  in 
Dallas,  Texas. 

My  company  is  engaged  in  the  commercial  reeil  estate  business, 
acquiring  raw  land  and  then  increasing  its  economic  veilue  by  exe- 
cuting the  many  steps  in  the  development  process  from  zoning 
through  construction  of  income-producing  assets. 

My  company  has  a  portfolio  estimated  at  approximately  $500 
million. 

You  invited  me  to  appear  before  this  committee  to  share  my 
company's  ex[>erience  as  it  applies  to  the  issues  now  under  consid- 
eration. SpecificsiHy,  I  was  asked  to  summarize  my  experience  in 
dealing  with  the  FSLIC  and  the  Federeil  Asset  Disposition  Associa- 
tion, and  then  to  make  recommendations  concerning  steps  that 
should  be  taken  to  promote  the  stability  and  the  recovery  of  the 
savings  and  loan  industry,  particularly  in  those  areas  experiencing 
severe  economic  decline. 

First,  I  will  comment  on  my  experience  in  dealing  with  the 
FSLIC  and  the  FADA.  This  experience  has  come  through  continu- 
ing relationships  with  four  savings  and  loan  associations  which 
have  been  placed  under  supervision. 

One  of  these  weis  subsequently  placed  into  receivership.  I'll  limit 
my  comments  to  experiences  with  the  association  in  receivership. 

Chairman  St  Germain.  Would  you  give  us  the  names  of  those  as- 
sociations? 

Mr.  NowOTNY.  Yes,  sir.  They  are  State  Savings  of  Midland, 
Texas;  Western  Savings,  Dallas;  LaMarr  Savings  and  1st  South  FA 
of  Little  Rock,  Arkansas. 

Shortly  after  the  associations'  takeover  by  the  Federal  Home 
Loan  Bank,  my  company  met  to  discuss  our  loan  portfolio  with 
FADA  in  their  Dallas  offices. 

At  that  time,  FADA  was  informed  that  a  tentative  agreement  ex- 
isted which  had  been  structured  during  the  previous  4Vi  months  by 
approved  supervisory  consultants. 

This  agreement  could  be  immediately  implemented.  The  substan- 
tial negative  impact  of  delay  on  my  company's  ability  to  conduct 
its  business  was  emphasized. 

Additionally,  the  significant  size  of  the  total  land  portfolio  owned 
and  the  potentiEil  for  serious  repercussions  throughout  the  finem- 
cial  community  was  stressed  as  another  com[>elling  motivation  for 
timely  action, 

A  first  working  session  was  anticipated  the  following  week,  as 
hsid  been  agreed.  That  working  session  was  cancelled  by  FADA. 

More  them  2  months  past  from  the  time  of  receivership  until  an- 
other meeting  v/as  called  by  FADA.  The  meeting  w£is  attended 
with  the  expectation  of  hearing  their  response  to  the  proposal  that 
had  been  in  hand  for  over  2  months. 

Upon  arrival  at  the  meeting,  FADA  representatives  stated  that 
■  their  purpose  was  to  say  that  the  previous  proposal  was  of  no  value 
and  that  FADA  now  had  an  urgent  need  for  a  new  proposed  dispo- 
sition agreement. 

No  feedback  was  offered  on  any  points  of  the  earlier  proposed 
and  no  suggestions  were  offered  on  the  structure  desired  in  the 
jiew  proposal,  other  than  an  indication  that  approval  of  the  receiv- 
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er  would  not  be  likely  without  the  ii^ectioa  of  cash  by  the  borrow- 
er. 

Twelve  days  later,  another  proposal  was  delivered.  The  following 
day,  FADA  stated  that  the  new  proposal  was  not  acceptable.  Again, 
FADA  representatives  declined  to  make  a  counte^roposal. 

Nine  days  later,  a  letter  was  delivered  by  FADA  to  my  offices, 
which  stated  certain  terms  upon  which  an  agreement  might  be 


The  letter  highlights  several  problems  that  borrowers  are  experi- 
encing in  dealing  with  the  FSLIC  and  FADA  in  a  depressed  econo- 
my. Let  me  cite  certain  excerpts  from  this  letter.  I  quote: 

"This  letter  will  set  forth  certain  of  our  concerns  with  respect  to 
said  proposal  and  will  edso  set  forth  in  a  very  general  sense  a  pre- 
liminary basis  on  which  we  would  be  willing  to  discuss  a  workout 
of  these  loans."  End  quote. 

Members  of  this  committee,  let  me  tell  you  that  it  has  taken  2V^ 
months  to  reach  this  milestone.  At  this  rate,  our  company  will  only 
be  a  faint  memory  before  an  actual  agreement  could  be  reached. 

I  quote  again.  Quote. 

"Any  workout  which  we  would  agree  to  would  require  the  ap- 
proval of  the  FSLIC,"  End  quote. 

Since  the  borrower  must  deal  with  an  entity  which  does  not  have 
decision-making  authority,  the  process  is  even  more  cumbersome 
and  timeconsuming.  Decisions  can  be  turned  around. 

In  at  least  one  instance  we're  aware  of,  FADA's  recommendation 
to  the  receiver  to  honor  a  funding  obligation  to  a  superior  lien 
holder  has  been  denied,  and  has  resulted  in  the  foreclosure  today, 
as  I  speak,  of  a  loan  on  which  approximately  $16  million  in  subor- 
dinate debt  will  be  unrecoverable  by  the  receiver. 

I  further  quote  from  the  SEune  letter: 

"The  compEuiy  looks  to  the  receiver  to  bear  all  future  financial 
responsibility  and  give  WNT  an  extended  period  of  time  to  allow 
the  problems  with  the  properties  securing  the  loans  to  work  them- 
selves out.  As  I'm  sure  you're  aware,  this  gives  the  receiver  little 
incentive  to  accept  your  proposal.'"  End  quote. 

Gentlemen,  when  these  loans  were  made,  the  lender  was  pleased 
to  bear  the  Hnancial  responsibility  to  extract  the  rewards  in  the 
form  of  50  percent  profit  participation  expected  upon  disposition  of 
the  assets. 

Now  that  the  economic  situation  is  less  favorable,  the  lenders,  by 
being  subjected  to  severe  changes  In  regulatory  practices,  have 
been  forced  to  demand  renewal  terms  upon  which  most  borrowers 
would  not  have  been  able  to  make  the  initial  loan. 

Under  the  current  circumstance,  time  and  forbearance  are  the 
only  means  of  realizing  the  maximum  return  from  these  loans. 
Yet,  this  provides  the  FSLIC,  quote,  "little  incentive,"  end  quote,  to 
cooperate. 

While  FADA  has  stated  the  position  that  the  debtor  is  the  owner 
of  the  properties,  it  has  refused  the  opportunity  to  reduce  debt  by 
denying  consent  to  a  contracted  sale,  and  has  not  allowed  it  to 
review  an  appraisal  ordered  by  FADA  on  another  property. 

Specifically,  a  contract  was  presented  on  one  property  which 
would  have  resulted  in  a  pay  down  equal  to  110  percent  of  the  pro- 
rated debt  ba^  of  the  parcel  to  be  r"'*"""*^.  This  sale  was  denied. 
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With  regard  to  denying  the  opportunity  to  participate  in  the  ap- 
praisal process,  FADA  contracted  for  an  appraisal  which  found  a 
value  for  a  second  property  that  is  not  compatible  with  known  com- 
parables  in  the  immediate  neighborhood. 

FADA  neither  allowed  the  borrower  to  meet  with  the  appraiser 
to  review  assumptions  prior  to  starting  nor  to  review  the  appraisal 
since  its  completion. 

Now,  then  what  can  be  done  to  get  the  system  back  on  its  feet?  I 
suggest  that  if  the  emerging  situations  were  being  looked  at  in  a 
logical,  businesslike  manner,  we  wouldn't  be  where  we  are  today. 

The  regulatory  agencies  have  not  merely  oscillated,  they  have 
slammed  from  one  extreme  to  the  other.  First,  there  was  too  much 
deregulation  of  the  savings  and  loan  Industry  and  far  too  little  reg- 
ulatory supervision. 

As  a  result,  a  set  of  lending  practices  was  adopted  by  the  indus- 
try which  rapidly  became  understood  to  be  the  acceptable  norm, 
having  tacit,  if  not  explicit,  approval  of  the  regulatory  bodies. 

Then,  as  economic  changes  occurred  in  some  regions  and  lenders 
began  to  experience  dif^culty,  regulators  came  in  and  changed  all 
of  the  rules  for  business  already  in  place. 

Severe  writedowns  were  mandated  by  examiners  classifying 
loans.  Appraisal  standards  were  significantly  altered,  resulting  in 
further  erosion  of  the  equity  base.  Lenders  were  told  not  to  make 
real  estate  loans  in  certain  regions.  The  real  estate  economy  came 
to  a  screeching  halt  with  no  way  out  under  the  existing  rules. 

What  makes  business  sense  is  to,  first,  identify  and  eliminate  the 
crooks  from  the  system.  But  recognize  that  the  vast  majority  of 
lending  institutions  and  developer  borrowers  are  sincere,  honest 
and  professional  businessmen.  They  should  be  treated  as  cuh. 

Second,  recognize  that  economic  conditions  may  have  a  strong  re- 
gional component;  a  set  of  rigid  regulations  cannot  practically  be 
made  in  Washington  and  then  applied  uniformly  across  the  coun- 
try at  all  times. 

Third,  recognize  that  the  real  estate  market  is  cyclical.  The  cur- 
rent system  of  classifying  loans  based  on  appraisals  and  the  change 
in  appraisal  methods  has  caused  lenders  to  suddenly  lose  substan- 
tial portions  of  their  net  worth. 

An  appraisal  is  merely  a  snapshot  taken  at  one  point  in  a  time 
in  a  cyclical  industry.  Regulatory  practices  must  take  this  cycle 
into  account  rather  than  cause  panic  and  fire  sale  liquidation  of 
assets  with  the  resulting  economic  chaos  it  causes. 

Fourth,  don't  punish  honest  lenders.  And  don't  punish  honest  de- 
velopers because  of  poor  economic  conditions.  Help  them  through 
the  situation. 

Fifth,  leave  assets  in  the  hands  of  those  most  likely  to  convert 
the  asset  into  cash  and  pay  the  debt.  The  developers  are  highly  mo- 
tivated by  the  desire  to  make  a  profit,  to  reduce  debt  or  even  to 
minimize  a  potential  future  deficiency. 

No  other  entity  is  more  motivated  to  realize  maximum  yield 
from  the  assets.  Certainly,  the  staffs  of  the  regulatory  bodies  have 
no  such  incentives. 

Sixth,  eliminate  the  severe  writedowns  on  assets  where  reasona- 
ble  bitaineBa  plans  indicate  that  the  debt  cim  be  repeud  with  time. 
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Seventh,  allow  time  for  the  economic  conditions  to  improve  so 
that  the  ultimate  value  of  the  assets  may  be  realized. 

And,  finally,  use  any  new  funding  approved  by  the  Congress  to 
help  the  savings  and  loan  associations,  rather  than  to  destroy 
them. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Nowotny  can  be  found  in  the  ap- 
pendix.] 

Chairman  St  Germain.  That  completes  the  testimony  of  our 
panel.  Mb.  Payne,  I  think  I'm  going  to  let  you  use  about  five  min- 
utes. You've  made  a  lot  of  notes.  Go  ahead. 

Ms.  Payne.  Thank  you,  Chairman  St  Germain, 

I  found  it  interesting  in  terms  of  this  last  testimony  because,  in  a 
way,  I  think  it's  indicative  of  how  our  skills  are  r^ly  needed  to 
have  a  maximum  recovery  of  the  assets  involved. 

Let  me  indicate  that,  in  the  portfolio  mentioned  here,  there  are 
nine  assets  involved.  They  are  very  complicated.  In  some  cases,  the 
loans  are  in  a  third  or  fourth  position  and  they  vary  widely. 

As  well,  I  would  indicate  that  the  borrowings  that  were  original- 
ly done  included  certain  guarantees  as  related  to  the  principals  of 
the  company. 

I  would  like  to  apeak  briefly 

Chairmem  St  Germain.  Excuse  me.  You  know,  feel  free  to  let  it 
all  hang  out.  You  know,  if  there's  a  little  problem  with  clean 
hands,  conflicts,  we'd  like  to  hear  about  them. 

Ms.  Payne.  I  know  of  no  conflicts.  I  only  know  of  some  very  fine 
businessmen  who  I  think  are  very  good  negotiators.  And,  I  want  to 
be  sure  that  the  record  reflects  that. 

This  is  indicative  of  the  kinds  of  complicated  matters  that  we  do 
see.  I  would  like  to  read  briefly  from  several  letters  that  we  did 
send  back  to  the  Watson  and  Taylor  Companies  and  suggest,  for 
the  record,  that  I  will  supply  copies  of  these  so  that  all  may  see  eis 
well  what  I'm  dealing  with  here. 

The  institution,  1st  South,  was  closed  on  December  4,  1986.  And 
at  that  time 

Chairman  St  Germain.  Which  institution  are  we  talking  about? 

Ms.  Payne.  I'm  sorry.  1st  South  Savings  and  Loan  of  Pine  Bluff, 
Arkansas. 

Cheiirman  Sr  Germain.  Thank  you.  And,  incidentally,  without 
objection,  we  will  accept  the  submissions  and  they'll  be  placed  in 
the  record  at  this  point. 

Ms.  Payne.  Thank  you  very  much. 

[Letters  to  Watson  and  Taylor  from  Mr.  Payne  can  be  found  in 
the  appendix.] 

Mb.  Payne.  We  were  in  Arkansas  at  that  time  for  that  activity 
and  returned  to  Dallas  on  December  14.  On  December  16  was  the 
first  time  that  we  did  meet  with  representatives  from  the  company. 
And  at  that  time,  we  were  in  fact  told  that  there  had  been  a  tenta- 
tive proposal  as  negotiated  by  Watson  and  Taylor  with  a  represent- 
ative or  consultant  for  the  institution. 

And  we  would  also  comment  that  we  acknowledge  the  coopera- 
tion of  the  company  in  supplying  loan  and  property  information. 

We  noted  at  that  very  first  meeting,  however,  that  additional  fi- 
nancial information  from  the  borrower  would  be  required,  specifi- 
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cally  the  borrower's  financial  cqndltion.  And,  in  addition  to  our  re- 
quest at  that  time,  on  December  30,  we  forwarded  a  written  reiter- 
ation requesting  that  information. 

To  date,  there  has  been  no  response.  Durii^  the  month  of  Janu- 
ary, we  diligently  researched  and  responded  to  the  problems  within 
the  loans  as  they  related  to  underlying  lien  holders. 

Remember,  many  of  these  assets  are  in  tiers  of  complications. 
And,  in  fact,  we  requested  a  meeting  with  certain  representatives 
to  discuss  the  problems  and  that  meeting  v/sa  held  on  February  6. 

Also  during  the  month  of  January,  there  were  numerous  tele- 
phone conversations  for  the  purpose  of  factfinding.  We  did  reiter- 
ate at  the  February  6th  meeting  that  the  proposal  which  had  been 
set  forth  earlier  by  the  borrower  was  not  acceptable. 

Now,  at  that 

Chairman  St  Germain.  Excuse  me  for  interrupting  you.  What 
size  proposal  are  we  talking  about? 

Ms.  Payne.  It's  a  bit  over  a  hundred  million  dollars. 

Chairman  St  Germain.  A  little  over  $100  million. 

Ms,  Payne.  Yes,  this  is  a  very  large,  very  complicated  set  of  cir- 
cumstances with 

Chairmtm  St  Germain.  And  you  can't  do  this  in  a  week  or  two? 
[Laughter.] 

Ignore  that  one. 

Ms.  Payne.  No,  no,  it's  a  valid  question  and  I  would  be  pleased  to 
supply  you  some  of  the  information  on  the  detail  that  would  give 
you  a  flavoring  of  it  and  perhaps  would  elaborate  on  why  the  com- 
plex  

Chziirman  St  Germain.  My  point  being  that  it  is  a  rather  sub- 
stantial transaction  that  you're  talking  about. 

Ms,  Payne,  It  certainly  is. 

Chairman  St  Germain.  I  know  a  lot  of  little  transactions  I've 
been  involved  in  that  take  months  and  months  and  months. 

Ms.  Payne.  Your  point  is  well  made,  sir. 

At  the  February  6  meeting,  it  was  stated  that  neither  Watson 
and  Taylor  nor  the  company  intended  to  provide  any  financial  com- 
mitments to  work  out  the  problem  loEUis. 

Now  we  have  in  fact,  recommended  to  the  receiver  for  this  insti- 
tution, and  the  receiver  has  made  certain  payments  to  keep  certain 
of  the  loans  current.  And  it  is  very  complicated. 

I'd  like  to  comment  on  the  letter  outlining  some  of  the  compo- 
nents of  the  proposal  made,  again  stressing  the  complications,  of  it 
all. 

Basically,  what  the  company  proposes  to  do  is  for  FSLJC  to 
assume  the  financial  responsibility  of  keeping  all  of  the  underlying 
loans  current  as  well  as  taxes  and  other  operating  costs. 

And,  in  return,  that  upon  sale  certain  interests  and  certain  cap- 
ital would  be  recovered,  but  not  all.  As  well,  the  gentlemen  did 
mention  about  the  50  percent  profit  participation  that  had  been 
originally  negotiated  with  the  lender  when  the  deals  were  done. 

We  were  informed  that,  in  fact,  in  terms  of  this  restructuring, 
that  that  was  not  going  to  be  the  case, 

I  find  it  hzu-d  to  agree  to  a  proposal  in  which  FSLIC  accepts  the 
entire  burden  for  capital  funding  paid  to  other  lenders  and  other 
operating  expenses  without  some  ability  to  recoup  those  capital 
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amounts,  perhaps  in  some  of  the  upside  on  a  sharinf;  basis,  and  (o 
work  it  throu^  together. 

We  have  stated  that  position  to  the  company.  As  I  said,  I  think 
that  the  ajmmittee  and  you,  Mr.  Chairman,  would  find  that  the  de- 
tailed correspondence  would  outline  that.  We  are  pleased  that  the 
company  is  well-regarded  and  is  professional  in  its  business,  and 
that  s  why  we  have  taken  the  tack  that  we  would  in  fact  like  to 
work  out  a  deal. 

But  I  think  that  a  deal  has  to  be  worked  out  that,  again,  undei^ 
stands  the  flavoring  of  not  only  the  economic  difTicultieB  of  the 
community,  which  certainly  is  the  case,  but  also  the  possibility  that 
FSLIC  can  maximize  its  recovery  during  this  time  period  in  a  pro- 
fessional memner. 

I  will  submit  the  documents  for  you. 

Chairman  St  Germain.  Thank  you.  My  time  is  expired. 

Mr.  Carper. 

Mr.  Carper.  Thsmk  you,  Mr.  Chairman.  Members  of  our  panel, 
we  thank  you  very  much  for  your  joining  us  today  and  for  your  tes- 
timony. 

Ms.  Payne,  I'm  going  to  ask  you  again — I  was  out  of  the  room  for 
part  of  your  testimony.  I'll  have  a  chance  to  read  it  in  detail  later. 

Just  summarize  for  me  very  briefly,  please,  the  changes  that  you 
think  should  be  made  in  this  bill  as  we  mark  it  up  in  subcommittee 
and  committee. 

Ms.  Payne.  I  will  only  address.  Congressmen,  the  three  areas 
that  refer  to  our  own  Association.  The  first  is  in  the  Congressional 
intent  for  overs^ht.  We  support  that  GAO  perform  this  oversight 
for  the  Congress.  We  suggest  that  GAO  be  able  to  come  in  at  any 
time  on  demand  and  see  us. 

In  fact,  they  have  visited  us  twice  and  have  made  a  number  of 
inquiries,  and  we've  been  pleased  to  respond  to  those  requests. 

I  would  have  that  section,  however,  only  deal  with  the  GAO 
audit  and  delete  the  rest  of  the  language. 

The  second,  as  to  the  issue  of  Sunshme,  we  believe  it  to  be  inap- 
propriate and  I  would  delete  that  language  in  its  entirety. 

As  to  the  third  section,  on  reporting  requirements,  we  believe 
that  to  be  duplicative  and  it  is  already  in  existence  in  section  WRf. 

Thank  you. 

Mr.  Carper.  Thank  you.  Let  me  just  ask  the  other  members  of 
the  panel,  do  any  of  you  gentlemen  wish  to  comment  on  those  rec- 
ommended changes?  Good  ideas?  Not  so  good  ideas?  Please, 

Mr.  Wolf.  Yes,  sir.  From  the  standpoint  of  GAO,  we  don't  nor- 
mally have  provisions  in  laws  that  say  "on  demand".  FAOA  '»  a 
subsidiary  of  FSLIC.  The  normal  approach  would  be  that  we  would 
do  audits  of  those  either  when  the  Controller  General  datimit  it  ap- 
propriate, or  when  a  Member  of  Congress  requests  it. 

Air.  Carper.  How  about  some  other  comment*?  Anybody  elae? 

Chairman  St  Ger.iain.  Would  the  gentleman  yielo? 

Mr.  CABPes.  Yes,  sir. 

Chairman  Sr  Germain.  At  this  point,  I'd  like  to  have  it  InmrUsd 
in  the  record  just  subsequent  to  Mr.  Wolfs  r«plv  t^t  the  tfimtUttwtn 
from  Delaware,  a  letter  dated  January  1W7  to  tn«  (^mrnmn  <jf  the 
Ranking  Committee,  r^atpre  to  this  very  point. 

Without  otQectioii,  so  ordered. 
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Mr.  Carper.  Dr.  Nowotny,  maybe  you  have  some  comments  on 
those  recommended  changes  by  FADA  in  this  l^islation? 

Mr.  Nowotny.  I  haven  t  had  a  chance  to  review  those  and  I  feel, 
therefore,  my  comments  would  be  presumptious  at  this  point. 

Mr.  Carper.  All  right,  maybe  you'd  like  to  submit  something  for 
the  record  if  you  think  that's  appropriate? 

Mr.  Nowotny.  I'd  be  happy  to  do  that,  sir. 

[The  comments  referred  to  from  Mr.  Nowotny  can  be  found  in 
the  appendix.] 

Mr.  Carper.  All  right,  fine.  Thank  you  all  very  much. 

Thank  you,  Mr.  Chairman. 

ChairmEm  St  Germain.  Mr.  Parris. 

Mr.  Parhis.  Thank  you,  Mr.  Chairman. 

Mr.  Wolf,  what  would  you  estimate  is  the  total  cost  of  the  resolu- 
tion of  this  problem  nationwide  as  of  today? 

Mr.  Wolf.  Let  me  comment  on  a  couple  of  things.  The  estimate 
that  we  made  of  the  $8  billion  which  we  believe  FSLIC  needs  to 
record  at  the  present  time  is  our  estimate,  and  it's  based  to  a  lai^e 
extent  on  information  from  the  Bank  Board,  of  the  cost  to  deal 
with  the  worst  of  the  institutions  that  are  on  the  management  con- 
signment or  the  serious  problem  list. 

Excuse  me.  There's  180  on  the  serious  problem  list.  And  in  ana- 
lyzing the  worst  of  those,  we  come  up  with  about  $8  billion  to  deal 
with  them.  Those  euce  people  that  have  significant  negative  equity. 

Mr.  Parris.  That's  not  aU  of  them? 

Mr.  Wolf.  No,  That  is  neither  the  entire  potential  problem  list 
nor  the  entire  industry.  We  have  not  tried  to  project  to  the  entire 
industry  what  might  still  come  down  the  road. 

We  don't  think  that  the  $20  to  25  billion  number  is  completely 
out  of  line,  however. 

Mr.  Parris.  If  we  adopted  the  Senate  version  of  this  proposal  at 
$7.5  billion,  how  long  would  that  last  if  it  weis  enei^etically  uti- 
lized? 

Mr.  WoLP.  If  you  have  7.5  and  I  presume,  I  haven't  looked  at 
that  one  recently,  but  I  believe  that  that  does  not  include  the 
income  and  other  assessments  available  to  FSLIC.  You're  probably 
talking  about  something  that  they  could  not  use  faster  than  a  2- 
year  period  of  time. 

Realistically,  numbers  of  $5  billion  a  year  have  been  talked 
about  and,  in  fact,  that's  sort  of  the  schedule  of  some  of  the 

Mr.  Parris.  That's  what  your  report  says,  isn't  it?  Five  billion 
dollars? 

Mr.  Wolf.  Yes,  yes.  And  I  think  that's  where  they 

Mr.  Parris.  OK.  Table  2.  Five  minutes  goes  very  quickly,  Mr. 
Wolf. 

Table  2  of  your  report.  In  1986,  the  Treasury  assumes  in  its  20 
percent  loss  on  disposition  in  its  proposal.  In  the  resolution  cost, 
there's  a  percenttige  of  assets.  What  you  list  in  your  report. 

What  is  the  recent  historical  level  of  troubled  institutions  in 
terms  of  disposition  of  assets?  Can  you  tell  me? 

Mr.  Wolf.  The  losses  run  between  30  and  45  and  I  think  even  up 
to  50  percent  in  some  Instances. 

Mr.  Parris.  OK.  So  45  percent  Is  not  out  of  the  realm  of  posslblll- 
tv  In  terms  of  historical  perspective.  Is  that  correct? 
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Mr,  Wolf.  That's  correct, 

Mr.  Pakris.  And  if  I  understand  your  Table  2,  what  you  say  is,  if, 
in  fact,  the  disposition  of  resolution  cost  is  the  same  as  we've  expe- 
rienced recently,  then  the  value  of  the  potential  demand  on  FSLIC 
insurfuice  funds  is  50.74  billion  of  dollars. 

Is  that  correct? 

Mr.  Wolf.  Yeah.  I  think  that  the  biggest  single  problem  I  have 
with  using  some  number  in  that  range  is  that  sort  of  assumes  that 
everything  is  liquidated  and  it  doesn't  give  us  the  opportunity  to 
work  things  out.  That's,  we  think,  too  high. 

Mr.  Parris.  Worst  case  scenario.  Is  that  a  fair  categorization? 

Mr,  Wolf,  Probably,  worst  case  scenario  is  not  quite  stroi^ 
enough  for  that  one.  "That's  worst  case  plus  taking  some  Draconian 
measures  that  probably  don't  make  sense  because  they  cost 
more 

Mr.  Parris.  Well,  again,  Mr.  Wolf,  I'm  trying  to  cover  a  lot  of 
ground  in  a  very  quick  period,  okay? 

But  it  goes  back  to  the  same  old  question,  which  is  fundamental 
to  this  entire  issue,  as  far  as  I'm  concerned,  and  that's  severability. 

It's  been  said  here  by  Mr.  Green  and  others  that  there's  70  per- 
cent doing  fine,  there's  30  percent  sick,  dead,  brain  dead,  out  of  it, 
going  down  the  pike.  The  question  is  are  we  going  to  drag  them  all 
with  them? 

That's  the  issue.  Okay? 

Now,  do  you  believe  that  the  FSLIC  problem  as  we  understand 
the  parameters  of  it  tdday  will  ultimately  require  a  taxpayer  bail- 
out? 

Mr.  Wolf.  Difficult  question.  If  there  are  further  problems  that 
develop  in  the  industry,  then  there's  a  distinct  likelihood  that  what 
we're  talking  about  is  not  enough.  And  that's  why  we  support  in- 
cluding in  this  legislation  something  that  restricts  speculative  type 
of  transactions,  because  those  are  the  ones  that  get  us  in  trouble. 

Mr.  Parris.  Direct  investment  limitations  and  all  of  those  kinds 
of  things?  Is  that  where  you're  going  to? 

Mr.  Wolf.  Yes.  Yeah. 

Mr.  Parris.  With  your  writedown,  your  mandated  writedown,  is 
FSLIC  now  insolvent  in  your  view? 

Mr.  Wolf.  'Technically,  FSLIC  would  be  insolvent  or  is  insolvent 
when  ^ou  make  that  writedown.  Their  assets  are  not  as  great  as 
their  liabilities. 

Mr.  Parris.  They're  |3.8  billion  in  the  hole  if  they  take  your  re- 
quirement? 

Mr.  Wolf.  Yes,  something  like  that. 

Mr.  Parris.  Can  they  operate  on  that  basis?  What  do  they  do? 

Mr.  Wolf.  Well,  as  a  practical  matter,  there's  two  things  you 
have  to  look  at.  One  is  the  cost  and  the  other  is  liquidity  to  the 
institution.  'They  still  have  some  liquidity. 

However,  if  they  begin  to  deal  with  these  institutions  that  are  on 
that  worst  case  list,  that  liquidity  is  going  to  go. 

Mr.  Parris.  Yes,  but  that's  the  problem.  And,  Mr.  Wolf,  we  have 
not  been  dealing  with  those  institutions.  We  have  had  forbearance 
because  we've  had  no  opportunity  and  no  ability  to  deal  with  them. 
Isn't  that  a  form  of  forbearance? 

Mr.  Wolf.  Yes,  sir. 
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Mr.  Pahris.  My  last  question,  Mr.  Wolf.  You  state  in  the  report 
that  FSLIC  needs  to  establish  a  contingent  liability  in  the  range  of 
8  billion.  That's  a  nationwide  figure. 

Mr.  Wolf.  Yes,  sir. 

Mr.  Parris.  And  yet  we've  heard  Mr.  Green  from  the  Dallas 
Bank  say  that  Texas  alone,  or  the  9th  Region,  is  $8  billion.  Could 
be. 

What  does  that  mean  for  those  who  advocate  a  $5  billion  pro- 
gram over  2  years?  And  is  that,  in  your  view,  a  credible  and  ade- 
quate approach  to  the  problem? 

Mr.  Wolf.  Our  reaction  is  $5  billion  over  2  years  probably  is  not 
going  to  be  adequate.  Now  I  have  to  qualify  that.  There's  two  ways 
you  can  do  $5  billion  over  2  years. 

One  is  that  you  say  everything  is  set  up  to  go  beyond  that  and 
there's  a  congressional  review,  or  the  other  is  $5  billion  and  that's 
it,  [>eriod,  and  nothing  more  provided  ever  in  the  law. 

Mr.  Parris.  I'd  just  like  to  say,  Mr.  Chairman,  1  appreciate  very 
much  the  GAO's  contributions  to  this  entire  problem  over  a  signiii- 
cant  period  of  time.  I  think  they'd  done  a  great  service.  Thank  you. 

Mr.  Wolf.  Thank  you. 

Chairman  St  Germain.  Mr.  Bartlett. 

Mr.  Bartlett.  Thank  you,  Mr.  Chairman. 

Mr,  Peterson,  I  want  to  ask  you  a  question  eibout  the  R-41  proc- 
ess. In  your  judgment,  is  the  R-41  appraisal  procedure,  is  it  more 
timely?  I  mean,  does  it  require  more  time  to  obtain  an  appraisal 
using  R-41?  And  how  much  more  time  if  it  does;  how  much  more 
time  on  a  piece  of  commercial  real  estate? 

Mr.  Peterson.  Talking  about  the  B  and  C? 

Mr.  Bartlett.  Yes.  Or,  the  D,  if  you  have  an  opinion  on  that. 

Mr.  Peterson.  I'm  not  familiar  with  D,  but  I  assume  it's  similar. 

Yes,  it  does.  It  requires  a  market  study,  financial  feasibility.  And 
I'll  try  to  get  those  subjects  market  share  and  what  their  absorp- 
tion is  goii^  to  be  in  the  marketplace.  And  this  is  what  takes  the 
time. 

And  also  they  require  that  you  put  an  as  is  value  on,  which  may 
be  the  value  of  the  land  or  the  improved  property.  The  value  upon 
completion,  which  may  be  6  or  8  months  or  1  or  2  years  down  the 
road,  and  then  a  stabilized  value. 

Mr.  Bartlett.  And  can  you  give  us  some  sense  on  how  much  ad- 
ditional time  is  required  to  obtain  an  R-41  and  how  much 

Mr.  Peterson.  It  could  double  the  time. 

Mr.  Bartlett.  And  could  double  the  cost  cost? 

Mr.  Peterson.  It  could  double  the  cost,  yes. 

Mr.  Bartlett.  Is  an  R-41  appraisal  necessarily — how  would  you 
characterize  it  as  far  as  its  accuracy  compared  to  a  more  standfuxl 
appraisal  in  the  industry,  a  non-R-41  appraisal? 

Mr.  Peotirson.  I  think  we're  talking  about  different  levels  of 
value.  That  might  be  one  of  the  difficulties  in  this  whole  mess.  We 
say  there's  low  numbers,  but  the  numbers  aren't  what  we  consider 
typically  if  we  were  doing  an  appraisal.  It  would  be  just  the  fair 
market  value  of  the  fee  simple  title.  That  would  be  one  number. 

But,  if  under  41-B  or  41-C,  they're  asking  for  a  discount  number, 
which  may  or  may  not  be  fee  simple,  it  could  be  something  less. 
For  example,  a  house  might  be  worth  $100,000  to  the  t3'pical  buyer. 
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and  that's  what  the  market  is  from  what  the  buyer  would  pay.  If 
the  banker  or  the  other  person  wants  to  know  what  am  I  going  to 
net  out  of  it?  Well,  I've  got  real  estate  commissions  to  pay.  I've  got 
closing  costs  to  pay.  I  may  have  a  holding  cost  time  involved  in 
there  for  it's  only  worth  $85,000. 

Well,  the  numbers  are  still  the  same.  What  they're  asking  for  is 
a  different  number,  or  is  a  diff'erent  type  of  value.  And  that  seems 
to  pervade  this  whole  mess  as  far  as  what  number  do  they  really 
want? 

And  what  number  do  they  want  us  to  work  from? 

Mr.  Baktlett.  If  you  were  in  a  lender's  position,  do  you  think  an 
R-41  appraisal  gives  you  a  more  accurate  look  at  the  property  or  a 
less  accurate  look? 

Mr.  Pbferson,  If  I  were  a  lender,  I  might  want  to  know  what 
risk  I  have  and  what  I'm  going  to  net,  do  I  have  to  take  that  asset 
back,  what  can  I  get  rid  of  it  for? 

How  much  am  I  going  to  have  into  it?  Then  I'll  look  at  my  risk 
from  that  point  of  view,  which  may  not  be  a  market  value  number 
or  the  fee  simple  title,  it  might  be  Ein  investment  value  for  me  as  a 
lender.  I  want  to  know  my  point  of  maximum  risk. 

If  I  do  get  this  asset  back  at  whatever  point  in  the  development 
process,  I  m  going  to  have  to  hold  it  for  a  while.  I  may  have  to  com- 
plete improvements  to  it.  I'm  going  to  have  to  absorb  it  over  a 
period  of  time,  pay  commissions,  et  cetera. 

I  might  want  to  know  that  number  to  make  a  decision  upon.  But 
1  don't  necessarily  want  to  make  a  loan  on  that  number  because 
inherent  in  my  lending  is  a  risk  I  want  to  take  to  get  my  return. 

So  I  think  the  judgment  as  to  whatever  number  you  require,  we 
can  produce,  but  that  is  a  number  from  which  a  decision  would  be 
made  on  a  course  of  action  for  me  as  a  lender  to  take. 

Mr.  Bartlett.  When  you  make  that  assessment,  and  your  testi- 
mony on  page  12 — I  want  to  be  certain  I  understand  it — at  what 
discount  rate  are  you  recommending  should  be  attached  to  a  lender 
who  has  taken  property  back?  So  it  b  property  that's  in  the  lender's 
portfoHo?  Should  it  be  at  his  carrying  cost  of  funds,  or  at  the  oppor- 
tunity cost? 

There's  a  dispute  within  the  industry  and  I'm  trying  to  figure 
out  what  your  testimony  is. 

Mr.  Pbtorson.  That  particular  area  talks  about  FASB  15  and  if 
you  want  to  use  your  cost  in  funds,  you  want  to  vedue  that  note, 
which  is  the  debt  instrument  to  repay  the  loEin,  that's  one  thing. 

But  if  you've  got  to  set  the  asset  or  the  collateral  for  that  note  is 
the  real  property  itself,  it's  two  different  things.  If  you  v/ant  to 
value  that  note  on  some  accounting  basis,  you  can  use  your  cost  of 
fvaida  rate.  That's  fine.  But  that  doesn't  mean  you're  going  to  get 
that  for  the  real  property  when  they  default  on  that  note.  Then 
what  you've  got  is  a  real  property,  which  is  the  collateral  for  that 
note. 

So  then  you  say  what  can  I  get  for  that  property?  So  it's  two  dif- 
ferent items. 

You're  valuing  a  note  in  one  instance  and  here  you're  valuing 
the  collateral  for  that  loan  and  that  note,  in  a  sense,  once  there's  a 
default. 


Digitized  by  Google 


92 

Mr.  Bartlett.  You're  saying  that  the  cost  of  funds  is  the  legiti- 
mate place  to  start? 

Mr.  Peterson.  If  you  want  to  value  it  from  a 

Mr.  Bartlett.  The  Bank  Board  has  told  me  that  they  require  not 
the  cost  of  funds  as  the  discounted  rate,  but  a  much  higher 
number,  including  entrepreneural  costs  and  a  much  higher  number 
than  the  carrying  cost  of  the  property. 

Mr.  Peterson.  In  that  case,  they  might  be  wanting  you  to  value 
the  collateral,  the  end  collateral,  rather  than  the  note  which  is  the 
instrument  that  you  would  repay  the  mortgage  for,  or  the  trustee. 

Mr.  Bartlett.  Thank  you. 

Mr.  Chairman,  if  I  could  ask  a  question  of  .  .  .  even  though  my 
time  is  about  to  expire? 

Chairman  St  Germain.  It  has  expired,  but  you  may. 

Mr,  Bartlett.  Thank  you,  Mr.  Chairman. 

My  question  is  twofold.  First,  can  you  give  us  a  sense  of  your — 
FADA's  philosophy  on  selling  property?  Is  it  your  intention  to  tiy 
to  sell  the  properties  as  rapidly  as  possible?  How  do  you  approach 
that? 

Ms.  Payne.  Congressman,  first  of  all,  I'd  like  to  indicate  that 
about  75  percent  of  the  assets  that  we  are  currently  involved  in 
from  a  management  point  of  view  are  loans. 

And,  basically,  like  our  comments  here  a  few  moments  ago,  what 
we  are  actively  trying  to  do  is  to  renegotiate  those  loans  in  working 
with  borrowers  such  that  ultimately  those  loans  can  be  repaid. 

Now,  most  people  don't  recognize  that  so  much  of  the  assets  that 
we're  working  with  are  in  fact  loans  and  that  our  work  is  in  deal- 
ing with  borrowers. 

Of  the  25  percent  or  so  that  are  real  estate  owned  by  those  insti- 
tutions, we  analyze  each  asset  individually  and  try  to  determine, 
given  the  local  economy,  given  what  the  marketplace  is,  when  in 
fact  the  asset  should  be  sold.  We've  taken  some  aggressive  steps  in 
trying  to  lower  the  cost  of  holding  for  FSLIC,  bo  that  it  would 
enable  FSLIC  to  have  a  more  flexible  approach  in  deciding  what 
should  be  done. 

Mr.  Bartlett.  So,  in  renegotiating  with  borrowers  then,  are  you 
saying  that  your  preferred  course  would  be  to  renegotiate  with  the 
borrower  and  have  the  borrower  continue  to  own  the  property? 

Ms.  Payne.  That  is  correct. 

Mr.  Bartlett.  Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Nowotny. 

Mr.  Nowotny.  Yes,  sir. 

Chairman  St  Germain.  From  your  testimony,  it  was  hroi^ht  up 
that  you  were  negotiating  on  some  rather  sizable  numbers — $100 
million.  That's  a  lot  to  me.  Although,  when  you  talk  about  the  bil- 
lions of  dollars  in  losses  here,  you  know 

Mr.  Nowotny.  We  consider  it  very  large,  Mr.  Chairman. 

Chairman  St  Germain.  Oh,  well,  I'm  glad  to  hear  that. 

Are  you  really  saying  that  you  feel  that  FADA  is  slow  and  inde- 
cisive? 

Mr.  Nowotny.  Let  me  make  a  response  to  that,  Mr.  Chairman. 
First  of  all,  I'd  like  to  say  that  we  have  enjoyed  our  dealings  with 
the  representatives  of  FADA  and  I  liken  their  situation  to  giving 
an  interne  the  epidemic  to  solve.  They  were  organized  only  a  short 
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time  ago,  I  believe.  Ms.  Payne's  testimony  was  that  they  were  orga- 
nized during  1986,  and  the  problem  was  already  very  large  at  that 
time. 

So  that  what  we're  dealing  with  is  an  organization  recently 
staffed,  which  perhaps  is  still  seeking 

Chairman  ^  Germain.  But  they  are  highly  trained  experts. 
They're  not  on  the  job  trftining  people.  They  re  highly  trained  ex- 
perts. You  know,  let  s  face  it.  Ms.  Payne  comes  in.  There  aren't  too 
many  people  in  government — the  President  of  the  United  States  I 
don't  think  makes  what  she  makes. 

So  she's  got  to  have  some  real  bac^round  and  training.  We're 
not  talking  about  an  intern  here,  Mr.  Nowotny. 

Mr.  Nowotny.  Yes,  sir. 

Chairman  St  Germain.  We're  not  talking  about  internes  here. 
We  are  talking  about  surgeons  who  have  gone  through  all  the 
chairs.  We've  got  a  surgeon  here  who's  one  of  the  finest  in  the 
Nation. 

Mr.  Nowotny.  That's  the  iirst  time  I've  seen  Ms.  Payne,  but 

Chairman  St  Germain.  But  she  has  great  credentials. 

Mr.  Nowotny.  I'll  accept  that. 

Chairman  St  Gbbmain.  Two  hundred  Euid  fifty  thousand  balloons 
a  year,  she  must  have.  [Laughter.] 

That's  big  bucks.  Do  you  still  want  to  call  her  an  intern? 

Mr.  Nowotny.  Well,  I  didn't  mean  to  call  Ms.  Payne  an  interne, 
Mr.  Chairman.  What  I  meant  to  say  was  that  they  have  been  sub- 
jected to  a  very  large  burden  of  work  and,  in  fact,  we  have  dealt 
with  some  folks  who  reedly  might  not  be  classified  as  surgeons,  but 
that  would  be  an  exception. 

I  agree  that  they're  professional  and  I  haven't 

Chairman  St  Germain.  The  people  that  you  dealt  with,  were 
they  actual  FADA  staff,  or  were  they  outside  consultants? 

Mr.  Nowotny.  We  have  dealt  with  FADA  staff  and  their  counsel, 
yea,  sir.  So  I'm  not  trying  to  find  fault  with  FADA.  What  I'm 
trying  to  say  is  that  dealing  with  the  organization  has  been  much 
slower  thfm  we  had  anticipated.  It  has  seemed  cumbersome  to  us. 

And  Eis  Congressman  Parris  pointed  out,  he  stressed  the  need  for 
openness.  And  that  the  way  the  problems  are  solved  is  by  commu- 
mcation.  And  I  believe  you  said  just  a  moment  ago  we  should  get 
things  out  on  the  table  and  wash  the  laundry. 

So  far,  our  experiences  at  fill  of  the  communication  has  been  one- 
way. We  have  supplied  complete  documentation  to  FADA  on  our 
total  loEin  portfolio  with  that  1st  South  FA  because  they  couldn't 
get  it  from  their  own  sources  because  of  disruption  of  the  receiver- 
ship, the  physical  disruption  that  occurred. 

We  provided  that  within  2  days  of  the  initial  meeting  we  had 
with  them.  We  made  them  aware  of  our  financial  statements  that 
had  been  provided  previously  to  the  supervisory  consultant.  And 
what  I'd  like  to  point  out  is  that  you  made  light  of  why  can't  we 
solve  this  in  a  week  or  two  but,  in  fact,  in  my  testimony,  I  said  that 
we  had  already  come  to  a  tentative  agreement  on  the  day  before 
receivership  occurred  with  a  supervisory  consultant  when  they 
were  under  supervision. 

Certainly  that  supervisory  consultant  weis  acting  with  the  knowl- 
edge  of  the  Federal  Home  Loan  Bank  at  the  time.  And,  i"  the 
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day  before  receivership  occurred,  I  transmitted  what  was  expected 
to  be  the  final,  final  copy  of  an  agreement  by  which  our  loan  port- 
folio would  be  handled. 

That  agreement  did  not  preclude  profits  sharing  by  the  lender. 
In  fact,  that  agreement  required  that  appraisals  be  taken  initially 
and  that  those  appraisals  be  matched  wi^  the  outstanding  debt  to 
establish  what  would  be  considered  a  potential  deficiency  in  the 
future.  And  that  we  mark  that  amount. 

And  that  all  proceeds  from  the  sales  of  properties  would  go 
against  the  debt  and  against  that  potential  deficiency  unto  such 
time  as  it  was  completedly  paid  ofT,  before  my  company  took  either 
any  profit  or  paid  for  their  own  overhead  in  continuing  to  mani^e 
and  sell  the  property. 

Chairman  St  Germain.  Ms.  Payne,  the  receivership  came  into 
being  prior  to  the  consummation  of  the  agreement,  like  consum- 
mating a  marriage,  SO  to  speak.  They  got  to  the  alter,  but  they  just 
didn't  finish  it. 

Then  what  happened?  Then  receivership  kicks  in.  And  now  those 
assets  then  go  to  FADA  and  it  becomes  your  responsibility;  is  that 
correct? 

Ms.  Payne.  They  are  technically  owned  by  the  FSLIC. 

Chairman  St  Germain.  By  FSLIC. 

Ms.  Payne.  That's  right.  We  are  now  asked  to  manage  those 
assets. 

Chairman  Sr  Germain.  Right.  OK.  But,  what — ^just  because  my 
time  is  expired,  I  just  want  to  get  this  clear  in  my  mind.  What  oc- 
curred was  that  there  was  an  agreement  in  place  that  was  almost 
complete.  However,  if  FSLIC  and  FADA  then,  once  receivership 
kicks  in,  were  to  have  said,  "oh,  yeah,  well,  we'll  buy  all  that,  you 
know,  that  work  was  done,  we'll  just  sign  off." 

Then,  if  it's  subsequently  determined  that  there  was  something 
wrong,  then  you  would  bear  the  responsibility  for  actions  taken  by 
somebody  else  that  you've  just  concurred  in. 

Am  I  reading  that  wrong? 

Ms.  Payne.  First  of  all,  I  believe,  as  the  Watson  &  Taylor  Compa- 
ny testimony  reads,  that  the  agreement  was  tentative.  I  don't  think 
that  a  lot  of  the  details  had  been  fiushed  out.  Tliat's  my  recall  of 
the  document  at  that  time. 

In  any  case,  this  or  others,  we  would  review  what  is  proposed 
and,  in  fact,  it  was  correctly  steted  that  a  lot  of  the  deteil  on  those 
assets  was  provided  to  us  in  a  prompt  manner. 

But  it  is  very  complicated,  as  you've  noted.  However,  certain 
things  were  not  provided  to  us,  which  was  an  update  of  the  finan* 
cial  condition  of  the  borrower  and  of  the  guarantors.  These  loans 
were  originally  made  beyond  just  the  collateral  of  the  assets  them- 
selves. Inere  were  additional  collateral  in  making  these  loans. 

We  requested  additional  information  promptly  on  December  16. 
And  I  could  be  wrong,  but  I  don't  think  we've  gotten  it  yet,  have 
we? 

Mr.  NowoTNY.  That's  correct,  you  haven't  received  it.  However, 
after  receiving  the  letter  requesting  that  information,  Ms.  Payne^ 
there  were  the  two  owners  of  the  company  and  myself,  plus  two  at- 
torneys who  were  with  us  in  the  room  with  approximately  seven  of 
.your  BtaH  and  their  attorneys  at  that  first  meeting,  and  not  a 
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single  one  of  the  five  of  us  ever  recall  the  request  on  December 
16th,  but  the  five  of  us  could  be  wrong. 

Ms.  Payne.  Weil,  but  we  did  send  a  letter  on  December  30th.  Is 
that  right? 

Mr.  NowoTNY.  Yes,  and  we  have  not  supplied  additional  corpo- 
rate financial  information.  That's  the  only  thing  that  you've  asked 
for  that  we  have  not  yet  supplied.  But  we  haven't  received  Einy- 
thing,  including  an  in^cation  of  how  you'd  like  to  deal,  from  you. 

Ms.  Payne.  I  think  the  record  will  show  and  I  will  submit  to  this 
subcommittee  at  least  one  letter  in  response  to  that  as  part  of  this 
negotiating  process. 

WhatrdUketo 

Chairman  St  Germain.  Excuse  me.  We're  not  going  to  complete 
this  negotiation  at  this  hearing.  [Laughter.] 

I  think  we've  got  the — pardon? 

Voice:  You've  made  more  progress  than  we  have.  [Laughter.] 

Ms.  Payne.  I  think  you  have. 

Mr.  NowoTNY.  That's  correct. 

Chairman  St  Germain.  Mr.  Parris. 

Mr.  Parris.  Thank  you,  Mr.  Chairman. 

Mr.  Corzine,  I'd  like  to  ask  you,  you  say  in  your  testimony  on 
page  4  that  you  hope  the  bad  news  is  on  the  teble.  Investors  just 
don't  like  anticipated  surprises,  and  so  forth.  Do  you  believe 

Mr.  CosziNE.  That  should  have  been  corrected:  "unanticipated 
surprises." 

Mr.  Parris.  That  was  part  of  my  question.  It's  unanticipated  sur- 
prises that's  what  they  don't  like. 

Mr.  CosziNE.  Right. 

Mr.  Parris.  Do  you  anticipate  that  there's  going  to  be  some  of 
those?  You've  heard  all  this  testimony  today.  What  do  you  think? 

Mr.  Corzine.  I  find  it  somewhat  uncertain  as  a  potential  inves- 
tor. 

Mr.  Parris.  Right.  Other  than  the  rosy  scenario,  Mr.  Corzine,  are 
you  still  optimistic  about  the  marketebility  of  what  I  call  govern- 
ment junk  bonds? 

[Pause.] 

Mr.  Corzine.  I  would  think  that  the  program  that  I  understand 
from  the  Treasury  and  the  Federal  Home  Loan  Bank  proposal, 
H.R.  27,  has  the  flexibility  to  be  extended,  given  that  the  earnings, 
the  Federal  Home  Loan  Bank  continued  to  develop  retained  earn- 

So  t^t  I  think  that  it  could  deal  with  the  larger  problem.  I  do 
think  that  you  have  to  be  realistic  about  the  scope  of  the  problem. 
And,  certainly,  that  sounds  better  than  $5  billion  to  solve  tne  prob- 
lem. 

Mr.  Parris.  It's  essentially  a  function  of  cash  flow  though,  isn't 
it? 

Mr.  Corzine.  Right. 

Mr.  Parris.  Isn't  that  where  we're  coming  from? 

What  would  you  anticipate  a  risk-related  premium  above  the 
normal  Treasury  securities  would  be  in  a  situation  of  this  kind? 

Mr.  Corzine.  Well,  if  we  had  established  the  market  area  where 
you're  going  to  do  your  financug  somewhere  in  the  15  to  25  year 
area,  I  would  think  that  these  FSLIC  securities  or  financing  corpo- 
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ration  securities  in  trade,  give  or  take  a  little  bit  of  Kentucky  wins, 
it's  around  75  basis  points  over  the  Treasury. 

Mr.  Parris.  Is  it  fair  to  say  150  basis  points  or  so  above  normal? 
Would  that  be  a  fair  range? 

Mr.  CoRZiNE.  No,  no,  no,  no.  I  think  not  on  the  standardized  de- 
benture offering  by  the  funding,  I  would  think,  would  be  in  the  75 
basis  points,  could  stretch  out  if  there  is  troubled  times  in  the 
agency  markets  to  as  much  as  100  basis  points.  But  the  structure  of 
this 

Mr.  Parris.  How  much  would  100  basis  points  be  in  terms  of  in- 
terest for  a  year? 

Mr.  CoRZiNE.  A  hundred  basis  points  on  a  million  dollars  is  1  per- 
cent of  that.  So 

Mr.  Parris.  We're  talkii^  15,  but  would  it  be  on  the  full  25  as 
leveraged  out? 

Mr.  CoRziNE.  The  creation  of  this  pn^am  would  not  argue  that 
you  would  sell  $15  billion,  or  I  would  not  argue  that  you 

Mr.  Parris.  You  couldn't  do  that,  could  you? 

Mr.  CoRziNE.  Could  not  do  that  at  one  point  in  time.  It  would 
have  to  be  a  funding  program  that  is  weeded  into  the  marketplace. 

Mr.  Parris.  And  what  would  ham)en — I'm  sorry,  Mr.  Cordne, 
but  we've  got  to  get  going  here.  Okay? 

Mr.  CoRZiNE.  Sure. 

Mr.  Parris.  What  would  happen  if  we  adopted  some  kind  of  a 
program  that  addressed  half  of  this  problem,  and  then  revisited  it, 
as  you  say  on  page  5?  Would  that  essentially 

Mr.  CoRziNE.  I  think  that  is  going  to  cost  money  to  the  funding 
corporation  and  I  think  it  will  make  it  a  less  effective  program. 

Mr.  Parris.  You  say  it  will  have  £in  immediate  effect  on  the  in- 
vestor's willingness  to  buy  the 

Chairman  St  Germain.  Excuse  me.  You  mesm  etdverse  effect. 

Mr.  CoRziNE.  Adverse  effect. 

Chairman  St  Germain.  He  just  said  it  would  mfike  it  a  less  effec- 
tive pn^^ram.  You  mean  as  to  salability? 

Mr.  CoRziNE.  As  a  salable.  And  on  a  marketability.  And  I  think, 
because  you're  going  to  use  more  for  interest  costs,  in  effect,  it  will 
have  fewer  dollars  available  for  the  purooses  that  you  want  the 
fundii^  corporation  to  support  the  FSLIC.  I  think  that  those  are 
the  logical  extension  of  that. 

Mr.  Parris.  Dr.  Nowotny,  you  say  on  page  6  of  your  testimony: 

"The  real  estate  economy  in  Deillas  came  to  a  screeching  haJt 
with  no  way  out  under  the  existing  rules,  with  writedowns,  ap- 
praisal standards,  et  cetera." 

In  that  circumstance,  do  you  support  forbearance?  Is  there  any 
possibility  that  the  asset  equality  will  increeise  in  a  hostile  market, 
that  it's  been  called?  Will  forbearance  work? 

Mr.  Nowotny.  Yes,  sir,  it  will  in  my  opinion.  I'm  convinced  that 
it  will. 

Mr.  Parris.  How  long  will  it  take  the  assets  to  get  to  market? 

Mr.  Nowotny.  The  economy  is  cyclic  and  we  all  know  that.  And 
particularly  in  the  real  estate  market.  And  what  we  have  here  is 
we've  gotten  a  market  that's  down  and  we've  compounded  the 
problem  with  other  penalties  that  were  not  intended  to  be  penal- 
tJes,  bat  they  act  in  ttiat  msmner. 
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I  believe  that  over  a  period  of  5  years,  I  would  expect  to  realize 
the  revival  of  the  values  to  the  extent  that  the  debt  could  be  paid 
off. 

Mr.  Parris.  Ms.  Payne,  you  say  essentially — this  is  my  word— 
you're  essentially  warehousing  troubled  fissets  for  FSLIC  and  find- 
ing the  ways  to  minimize  taxpayer  losses. 

Can  we  warehouse  those  troubled  assets  indefinitely?  Isn't  there 
a  requirement  to  proceed  in  some  orderly  disposition  of  those? 

Ms.  Payne.  Firat  of  all,  again,  Ck>ngressman,  FSLIC  always  re- 
tains title  to  the  assets. 

Mr.  Parris.  I  understand.  I'm  not  interested  in  the  details. 

Ms.  Payne.  In  terms  of  the  management  aspects,  I  do  agree  with 
the  comments  made  here  that  the  real  estate  business  and  econo- 
mies around  the  country  do  have  a  pattern  of  cyclicality.  I  think 
that  certainly  the  issue  of  indefinite  holding  periods  is  a  difficult 
concept,  but  we  have  hiBtorically  seen  cyclical  sectors  throughout 
the  economy  in  different  parts  of  the  country  as  well  as  in  different 
kinds  of  product  eireas. 

Mr.  Parris.  Well,  that— with  all  due  respect,  Ms.  Payne,  I  appre- 
ciate your  comments  but  that  is  so  general  as  to  be  almost  not 
helpful.  And  I  understand  the  time  constraints  and  I  do  not  meem 
in  any  way  to  be  critical. 

But  the  problem  is  this  Congress  and  this  committee  is  faced 
with  a  $5  billion  dretin  and  30  percent  of  a  trillion  dollar  industry 
that's  going  down  the  pipe. 

We  cannot  deal  with  broad  generalities  about  the  difference  of 
^clical  real  estate  markets  in  different  urban  areas  of  the  Nation. 
I  mean,  it's  much  too  critical  for  that  in  my  view. 

And  I  have  been  accused  of  not  looking  at  the  rosy  scenario  but 
the  worst  case,  and  that's  perhaps  true.  But  I  don't  think  so.  And  I 
apologize  if  anything  I've  said  is  offensive  to  you. 

Chfiirman  St  Germain.  Mr.  Corzine,  I  take  it  you  know  that  the 
definition  of  "unique"  means  one  of  a  kind.  And  your  being  here  is 
unique  because,  very  frankly,  I'm  going  to  say  to  the  committee,  it 
wasn't  easy  to  find  somebody  to  come  and  testify  on  this  facet  of 
the  recapitalization  plan. 

Now  there  are  those  that  have  been  Baying  that  you  could  do  a 
|5  billion  "pay-as-you-go"  or  whatever  it  is  plan  for  2  years,  and 
then  come  back  and  get  another  $5  billion,  and  come  back  again  if 
necessary  and  get  another  five. 

Then  there  are  those,  like  when  Treasury  testified.  One  of  the 
graduates  of  the  street,  Mr.  Gould,  stated  that  he's  a  graduate  but, 
you  know,  those  graduates,  they  always  go  back  for  post-graduate 
work  when  they  leave  the  Administration. 

So,  anyway,  in  his  opinion,  it  has  to  be  15.  Couldn't  go  with  five. 
Now,  of  course,  on  tjie  Senate  side,  they're  talking  $7.5  billion,  with 
a  revisitation. 

Is  it  just  that  the  price  would  be  higher,  as  far  as  the  interest 
rate  that  would  have  to  be  paid,  if  we  go  to  5  billion  for  2  years,  or 
$7.5  billion  with  a  revisitation  to  the  Senate,  as  opposed  to  the  15 
billion?  Or  are  there  other  factors  that  you  think  should  be  consid- 
ered by  this  committee  when  reachii^  a  decision  as  to  how  much 
we  approve  and  when  and  for  how  long  a  period  of  time? 
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Mr.  CoRZiNE.  I  think  that  the  revisitation  issue  brings  into  ques- 
tion the  basic  principle  that  investors  will  look  at  both  the  econom- 
ic viability  and  the  commitment  of  the  political  process  to  the 
FSLIC  recapitalization. 

And  I  thmk  that  with  a  revisitation  principle,  they  are  going  to 
be  more  uncertain  and  they  are  going  to  ask  for  a  higher  rate  of 
interest  with  respect  to  wKatever  instrument  you  create,  whether 
it's  zeros  or  whether  it  would  be  debentures. 

I  also  think  that  zero  coupon  bonds  will  have  a  higher  interest 
rate  in  the  maturity  spectrum  that  is  talked  about  in  a  $5  billion 
program  than  would  be  the  case  on  straight  debentures,  just  be- 
cause the  risk  of  knowing  how  the  principle  is  going  to  be  paid  on 
those  zero  coupon  bonds  is  not — I  don't  think  sufficiently  or  cer- 
tainly not  as  certainly  defined  as  would  be  the  case  in  the  deben- 
tures. 

So  if  you  pick  a  number,  15  years  paper  would  be  somewhere  in 
the  eight  fmd  a  quarter  rate  on  a  debenture,  it  might  be  in  a  20- 
year  piece  of  paper  a  zero  B  in  the  neighborhood  of  10  percent. 
Some  of  that  is  an  issue  of  zero  coupon  meirket,  the  nature  of  the 
instrument  itself;  and  some  of  that  differential  in  rate,  between  the 
two  rates,  would  also  be  a  function  of  uncertainty  on  how  that 
principal  would  be  paid  off  at  the  maturity. 

So  there  are  two  elements  there.  I  think,  clearly,  there  tire  great- 
er uncertainties  associated  with  the  $5  billion  program  and  men  a 
revisitation  in  two  or  three  traunches.  And  I  think  that  might  be 
more  difficult  to  sell.  That  would  be  my  perception. 

Chairman  St  Germain.  Could  it  be  sold? 

Mr.  CoRziNE.  Yes,  it  can  be  sold. 

Chairman  St  Germain.  But  you'd  have  to  put  a  lot  more  sugar 
on  it. 

Mr.  CoRZiNE.  It  will  cost  more. 

Chairman  St  Germain.  OK.  Ms.  Kaptur? 

Mr.  Wylie? 

Mr.  Wylie.  Thank  you,  Mr.  Chairman.  I'm  sorry  I  wasn't  here 
for  all  the  testimony.  If  this  question's  been  asked,  you  can  say  so 
and  I'll  look  at  the  record. 

Mr.  Wolf,  on  page  10  of  your  testimony,  and  you  have  done  a  con- 
siderable amount  of  work  here  and  you've  gotten  a  lot  of  publicity 
in  the  last  few  days  over  your  findings,  you  say  that  the  F^LIC  in- 
surance fund  has  steadily  declined  durmg  the  last  5  years,  from 
$6.3  billion  in  1980  to  a  deScit  position  in  1986,  and  that  FSLIC  will 
have  a  deficit  of  over  $3  billion  as  of  the  end  of  1986.  That's  your 
findiiM^ 

Mr.  Wolf.  Yes,  sir. 

Mr.  Wyue.  FSLIC  is  insolvent  and  that's  the  implication  of  that 
statement,  isn't  it? 

Mr.  Wolf.  That's  correct.  Their  liabilities  are  greater  than  their 
assets. 

Mr.  Wylie.  How  can  the  Federal  Home  Loan  Banks  continue  to 
make  FSLIC-guaranteed  advances,  or  loans  to  troubled  institu- 
tions? Tell  me  the  mechanism  by  which  they  do  that. 

Mr.  Wolf.  I'm  not  sure  I  can  tell  you  the  technical  mechanism 
that  they  can  do  it,  but  if  they  do  not  have  equity,  if  they  are  in  a 
deficit  position,  it  precludes  them  from  doing  some  of  those  things. 
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Mr.  Wyue.  The  Federal  Home  Loan  Banks  are  in  a  fiduciary  ca- 
pacity and  they  have  some  responsibility  to  the  shfu-eholders  when 
they  make  those  advances.  Right? 

Mr.  Wolf.  The  Home  Loan  Banks,  I'm  not  sure  that  I  follow 
your  question.  Could  you  ask  it  again? 

Mr.  Wyub.  Don't  the  Federal  Home  Loan  Banks  have  a  fiduciary 
responsibility  to  their  shareholders? 

Mr.  Wolf.  Yes,  they  do. 

Mr.  Wylie.  So,  when  they  make  those  advances,  isn't  there  some 
question  about  whether  that's  a  prudent  investment? 

Mr.  WoLP.  I  think,  as  the  fund  has  declined,  people  can  b^in  to 
raise  those  questions,  yes. 

Mr.  Wylie.  With  respect  to  recapitalization,  I  think  you've  testi- 
fied that  the  Treasury-Federal  Home  Loeui  Bank  Board  plan  is  the 
one  you  favor.  Is  that  correct? 

Mr.  WoLT.  Generally,  yes. 

Mr.  Wylie.  Generally. 

Mr.  Wolf.  With  a  couple  of  provisos,  but,  yes. 

Mr.  Wylie.  Have  you  said  anything  about  the  Proxmire  plan? 

Mr.  Wolf.  We  have  not  talked  about  that  specifically  and  we 
have  not  given  any  response  to  anybody  in  an  evaluation  of  the 
plan. 

Mr.  Wylie.  I  heard  Mr.  Parris  ask  about  it. 

Mr.  Wolf.  It  was  sort  of  indirectly.  Nobody  specifically  referred 
to  that  one. 

Mr.  Wylie.  Would  you  comment  on  it,  please? 

Mr.  Wolf.  We  have  not  done  an  indepth  review  of  it,  so  what  I'm 
saying  is  more  of  a  general  reaction.  And,  that  is,  if  you  limit  the 
amount  to  I  believe  it's  7.5  in  that  bill,  if  you  limit  it  strictly  to 
that,  then  you  have  a  potential  problem  in  that  we  don't  think 
that's  enough  to  carry  out  the  full  program. 

You  then  raise  the  question  of  confidence,  and  that's  one  of  the 
things  that  the  FSLIC  is  in  effect  there  to  do,  is  to  provide  the  con- 
fidence to  depositors  that  should  a  problem  arise,  they  can  deal 
with  it. 

So  I  think  that's  the  tradeoff  you're  making  when  you  decide  to 
go  less  than,  in  effect,  the  full  plan,  or  however  you  want  to  char- 
acterize it. 

Mr.  Wyue.  And  that's  generally  your  position,  that  some  short- 
term  plan  whereby  the  program  would  have  to  be  revisited  would 
not  gain  the  confidence  that  s  needed? 

Mr.  Wolf.  Yes,  sir. 

Mr.  Wylie.  OK. 

Mr.  Wolf.  I  would  draw  a  distinction  though  between  good, 
strong  congressional  overs^ht  and  completely  revisiting  the  issue. 
Whether  we're  going  to  do  anything,  there  can  be  some  distinctions 
drawn. 

Mr.  Wylie.  What  if  we  did  nothing? 

Mr.  Wolf.  If  you  did  nothing? 

Mr.  Wylie.  Yes. 

Mr.  Wolf.  You  mean,  you  peissed  no 

Mr.  Wyue.  Yes,  what  if  we  didn't  pass  a  recapitalization  plan  at 
all? 
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Mr.  Wolf.  I  think  that  that  carries  some  fairiy  distinct  risks  of 
loss  of  confidence  in  the  marketplace. 

Mr.  Wyue.  What  do  you  think,  Mr.  Corzine? 

Mr.  Corzine.  I  think  that,  as  you  have  already  seen  take  place  in 
the  spreads  of  the  Federal  Home  Loan  Bank  debentures  relative  to 
other  agency  paper  and  relative  to  Treasuiy's  in  recent  weeks,  as 
the  discussion  of  the  problem  of  FSLIC  has  been  dimensioned,  they 
will  widen  and  there  will  be  an  increasing — there  will  be  increas- 
ing difficulty  over  time  for  the  Federal  Home  Loan  Bank  to  both 
turn  over  its  debt  and  to  raise  additional  capital.  Similar  kind  of 
problem  that's  happened  to  the  Farm  Credit  Bank. 

Mr.  Wylie.  Does  anyone  on  the  panel  have  a  contrary  view? 

[No  response.] 

Mr.  Wylie.  Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Carper. 

Mr.  Carper.  Thank  you,  Mr.  Chairman. 

Our  friend  from  Goldman,  Sachs,  do  you  pronounce  your  name 
Corzine? 

Mr.  Corzine.  Yes,  sir. 

Mr.  Carper.  Mr.  Corzine,  let  me  just  follow  up  on  the  chairman's 
OEirlier  questions  regarding  the  pricing  or  the  difiiculty  of  selling 
an  issue  that  is  more  along  the  lines  of  the  Senate  proposal,  or  the 
proposal  that's  before  the  Senate. 

We  had  the  opportunity  about  a  month  ago  to  meet  informally, 
not  in  a  formal  hearing,  but  informally  with  some  folks  from  the 
street  and  we  talked  about  similar  kinds  of  questions.  And  my 
recollection  is  that  they  tried  to  quantify  the  difference  in  price  be- 
tween a  short-term — like  what  I  call  the  bandaide  approach,  eis  op- 
posed to  the  Treasury's  more  comprehensive  approach. 

I  think  they  told  us  the  price  differential  would  be  about  100 
beisis  points  more  expensive  for  the  smaller  issue,  the  shorter  term 
approach. 

Is  that  in  the  neighborhood?  I  realize  you  don't  have  a  crystal 
ball  to  forecast  these  kinds  of  things.  But  is  that  in  the  ball  park? 

Mr.  Corzine.  Congressmfm,  I  was  at  that  hearing.  I  think  that's 
where  I  was  coming  with  when  I  said  that  I  thought  you  would  be 
able  to  finance  on  the  debentures  and  the  Treasury  Home  Loan 
Bank  programs  somewhere  in  the  neighborhood  of  eight  tmd  a 
quarter  and  under  the  zero  coupon  approach  issuance  of  zero  cou- 
pons, you  would  be  in  the  9.5  to  10  percent  level  on  zero  coupons. 

And  that's  where  you  got  that  100  basis  points  at  that  point. 
Now,  the  Senate  proposal,  which  I  am  less  familiar  with  in  detail 
but  I  think  it's  essentially  a  having  of  the  program,  I  think  will 
cost  marginal  amounts  on  that  8  to  8V4  and  a  quarter.  I  mean,  that 
is  not  a  100  basis  points  differential. 

It  will  be  some  differential  to  that.  But  I  don't  think  anywhere 
near  as  significant  eis  it  would  be  with  going  with  a  zero  coupon 
pn^am  as  opposed  to  a  debenture  program,  as  in  Home  Loan 
Treasury  proposal. 

Does  that  address  your  question? 

Mr.  Carper.  Yes. 

Mr.  Corzine.  I  think  it  may  be  25  basis  points.  These  things  are 
difficult  for  me  to  precisely  assess. 
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Mr.  Carpes.  Okay.  If  you  were  giving  me  some  advice  on  how  to 
restructure  the  proposal  that's  Inherent  in  the  legislation  bi^ore 
us,  how  would,  again,  how  would  you  suggest  that  we  restructure 
it — in  order  to  maximize  your  ability  and  that  of  your  peers  to 
market  this  kind  of  issue? 

Mr.  CoRziNE.  Ab  I  have  tried  to  indicate,  I  think  trying  to  dimen- 
sion the  need  as  precisely  as  you  can  will  give  you  the  greatest  cer- 
tainty of  deveiopmg  a  pri^am  that  meets  that  need. 

Therefore,  I  would  go  with  a  lai^er  program  that  has  a  longer 
time  horizon  to  it  than  I  would  one  that — and  that  again  does  not 
also  distinguish  that  or  preclude  that  you  have  good,  strong  con- 
gressional oversight  in  the  process.  I  certainly  am  not  arguing  that. 
But  I  do  think  that  you  need  a  program  that  the  investor  will  be 
able  to  perceive  will  exist.  It  will  continue  in  its  format  and  it 
won't  be  regularly  restructured. 

I  think  that  leads  to  very  serious  cost  over  a  period  of  time  in  the 
marketplace  for  the  debt.  And  so  I'm  not  talking  about  restructur- 
ing as  much  as  I  would  certainly  recommend  to  vou  that  you  di- 
mension ^e  program  in  your  best  judgment  and  have  it  in  the 
longest  possible  time  frame,  good,  strong  Congressional  oversight  in 
the  interim  as  the  means  as  opposed  to  divjing  it  up  into  several 
different  congressional  periods. 

Mr,  Carpeb.  Do  any  members  of  the  panel  have  a  contrary  opin- 
ion that  you'd  like  to  share  with  us? 
[No  response.] 

Mr.  Carper.  Okay.  Again,  thank  you  all.  Thtmk  you,  Mr.  Chair- 
man. 

Chairman  St  Germain.  Mr.  Wolf,  GAO  has  been  quoted  very 
'widely  saying  FSLIC  is  insolvent,  billions  in  the  red.  Now,  is  the 
fund  actually  insolvent?  And  is  this  perhaps  caused  by  what  you 
call  FSLIC's  contingent  liability? 

Mr.  WoLP.  I  don  t  much  like  the  word  "contingent  liability"  be- 
cause it  sort  of  implies  that  maybe  yes,  maybe  no.  As  I  mentioned 
earUer,  the  way  that  we  calculated  that  was  to  look  at  the  worst  of 
the  problem  cases. 

And,  generally,  using  PSLIC's  numbers,  came  up  with  about  $8 

billion  to  deal  with  those  absolute  worst  ones,  the  kind  we  talked 

about  today,  the  A  and  B  on  that  example,  those  types  of  things. 

So,  in  that  respect,  we  believe  that's  a  liability  and,  yes,  that  is 

part  of  what  causes  the  deficit  in  their  operations. 

Chairman  St  Germain.  And,  therefore,  you  say  they're  insol- 
vent? 
Mr.  Wolf.  Yes,  sir. 

Chairman  St  Germain.  And  how  much  of  that  projected  cost 
would  have  to  recognized  immediately  by  FSLIC? 

Mr.  Wolf.  We  feel  that  all  of  that  should  be  recognized  now  be- 
cause that  is  a  cost  that  they  have  already  incurred  for  those  insti- 
tutions. They  just  haven't  paid  it. 

Chairman  or  Germain.  OK.  Now  the  $8  billion  estimate  reflects 
a  total  value  of  estimated  FSLIC  resolution  costs  for  the  entire  pro- 
jected case  load — am  I  correct  there? 
Mr.  Wolf.  For  only  the  worst  of  the  worst. 
Chairman  9t  Germain.  Only  the  worst. 
Mr.  Wolf.  Yes. 
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Chairman  St  Germain.  And  is  that  why  you  distinguished  be- 
tween the  contingent  loss  reserves  and  FSLlC's  primary  reserves? 

Mr.  Wolf.  Well,  that's  where  we  draw  the  distinction  between 
what  is  a  liability — those  that  we  know  are  going  to  go — and  then 
the  equity  or,  in  this  case,  deficit  of  an  institution  which  is  to  cover 
the  remaining  in  effect  insurance  prc^am. 

Chairman  St  Germain.  Mr.  Bartlett. 

Mr.  Bartlett.  Thank  you,  Mr.  Chairman. 

Ms.  Payne,  when  you  re  negotiating  either  with  the  borrower  or 
to  sell  property,  particularly  with  the  borrower,  are  you  permitted 
and  indeed  encouraged  by  the  legislation  to  consider  ttie  global 
impEict  of  your  negotiations,  or  are  you  required  to  only  consider 
the  implications  just  to  that  one  institution  mat  holds  the  loan? 

That  is  to  say,  if  taking  one  course  of  action  would  have  negative 
implications  on  other  FSLIGinsured  institutions,  do  you  consider 
that  in  the  course  of  the  negotiations? 

Ms.  Payne,  The  answer  is  yes. 

Mr.  Bartlett.  And  is  that  an  ever  present  part?  Are  you  satis- 
fied you  have  adequate  communications  within  FADA  to  make  cer- 
tain that  all  of  those  impUcations  are  understood? 

Ms.  Payne.  Since  we've  resilly  started  to  operate,  which  is  since 
July  of  1986,  we  have  found  that,  in  many  cases,  the  communica- 
tions throughout  the  whole  FHL  bank  system  were  in  fact  not  as 
strong  as  they  should  have  been.  We've  brought  that  to  the  atten- 
tion of  the  Bfmk  Board  and  of  the  District  Banks. 

And,  frankly,  I'm  delighted  to  report  a  tremendous  improvement 
in  that  whole  process  of  focusing  on  the  topic  in  a  broad  way  and 
the   ability   to   communicate  throughout  the   system.    I'm   very 


I  would  not  have  said  this  perhaps  in  July,  but  I  certainly  can 
say  it  now. 

Mr.  Bartlett.  Thank  you. 

Dr.  Nowotny,  you've  had — I  don't  want  to  mischaracterize  your 
testimony  but  from  what's  been  said  here  today,  you've  had  some- 
thing less  than  a  satisfactory  negotiating  relationship  with  FADA. 

If  you  were  in  our  shoes,  is  there  something  else  that  you  would 
do?  Is  there  some  additional  authority  or  change  that  you  would 
provide  the  FADA  or  do  you  believe  that  it's  just  some  sort  of 
growing  pains?  Or  is  it  somewhere  inbetween? 

Mr.  Nowotny.  Well,  I  believe  that  some  of  it  is  growing  pains, 
Congressman  Bartlett.  I  also  believe  that  one  of  the  uiings  uiat  has 
caused  us  some  frustration  is  when  the  institution  we  were  dealing 
with  initially  came  under  supervision,  we  began  to  deal  and  felt 
that  we  were  dealing  on  a  resolution  of  that  particular  loan  portfo- 
lio with  the  knowledge  of  the  Federal  Home  Loan  Bank. 

When  the  circumstances  chsmged  on  the  institution  side,  it 
also — it  essentially  erased  4  ^  months  worth  of  our  business  activi- 
ty, thinking  that  we  were  near  completion  of  an  arrfuigement.  We 
actually  had  to  start  over. 

And,  in  fact,  the  process  has  been  slower  in  the  startover  than  it 
v/as  initially  in  dealing  with  the  supervisory  consultant.  And  I  at^ 
tribute  that  to,  number  one,  the  disruption,  physical  disruption 
which  occurred  with  the  files  in  the  lender's  home.  And  this  was 
related  to  me  by  the  FADA  staff. 
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They  could  not  physically  assemble  the  files  to  study  them;  that's 
why  we  provided  a  complete  set  of  our  own.  Th^  have  assumed  a 
very  laxve  workload  and  my  understanding  is  that  various  individ- 
uals wiuiin  that  stafT  may  have  as  many  as  50  diiferent  projects 
that  they're  responsible  for. 

And  mat's  lai!:ge  by  anybody's  standards.  I  feel  that  in  compari- 
son to  dealing  with  the  supervisory  consultant,  which  Is  my  only 
other  experience  with  that  mstitution,  the  difference  is  that  we  sat 
across  the  table  early  on  and  we  said: 

What  are  ^ur  concerns?  What  are  my  concerns?  How  can  we 
reach  a  positive  resolution  of  this? 

We  have  never  had  that  exchange  or  the  ability  to  have  that  ex- 
diange  with  FADA  to  date.  We've  tried.  We've  urged  let's  sit  down 
and  roll  up  our  sleeves  and  work  on  this. 

That's  what  I  think  the  problem  is.  We  cannot  get  the  communi- 
cation going  to  reach  a  resolution.  It's  been  a  holdback  situation. 

Mr.  Bartlett.  So  if  you  were  giving  recommendations  to  Ms. 
Payne,  not  necessarily  for  your  n^otiation  but  generically,  it 
would  be  to  increase  the  direct  communications  as  opposed  to  send- 
ing letters  to  one  another? 

Mr.  NowOTNY.  Yes,  sir.  That  doesn't  get  us  too  far. 

Mr.  Bartlett.  Thank  you. 

Ms.  Payne,  one  other  question.  Your  testimony  I  think  was  very, 
very  clear  and  vei^  helpful  to  the  committee  on  the  negative 
impact  of  applying  the  open  meetings  law  and  the  precise  l^al  ter- 
minology 01  characterizing  FADA  as  a  public/private  partnership, 
and  other  thin^. 

You've  provided  then  to  the  committee  some  precise  language 
where  we  could  obtain  the  result  that  we  want,  and  that  is  over- 
sight of  FADA  without  the  negative  result. 

Ms.  Payne.  Correct. 

Mr.  Bartlett.  Does  FADA  also  have  a  conflict  of  interest  statute 
for  your  own  employees? 

Ms.  Payne.  We  have  a  very  detailed  conflict  of  interest  policy, 
both  for  our  employees  as  well  as  for  our  directors.  And  if  you 
would  like,  I  would  submit  that  here  for  the  record. 

Mr.  Bartlett.  With  the  permission  of  the  chairman,  I'd  ask 
unanimous  consent  that  that  be  included  as  part  of  the  record. 

Chairman  St  Germain.  Well,  now  wait  just  a  second.  How  de- 
tailed and  how 

Ms.  Payne.  It's  several  pages  in  length. 

Chsiirman  St  Germain.  Not  50  or  60  pages? 

Ms.  Payne.  No,  sir,  far  less  than  that. 

Chairman  St  Germain.  Well,  roughly? 

Ms.  Payne.  Oh,  I'd  say  seven  or  eight. 

Chairman  St  Germain.  All  right.  We've  got  to  watch  this 
Greunm-Rudman  stuff.  I  mean,  I  have  to  go  up  before  the  House 
Administration  and  get  money.  [Laughter.] 

Mr.  Bartlett.  If  their  connict  of  interest  prohibitions  or  restric- 
tions were  so  detailed  as  to  be  50  pages,  well,  then,  it  might  be  that 
we  ought  to  look  at  it.  [Laughter.] 

Chairman  St  Germain.  Without  objection. 

[The  referred  to  FADA  conflict  of  interest  policy  submitted  by 
Mr.  Payne  can  be  found  in  the  appendix.] 
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Mr.  Bartlett.  I  thank  the  chairman,  and  I  thank  the  witnesses. 

Chairman  St  Germain.  Let  me  ask  you,  do  FADA  employees 
have  indemnity  insurance? 

Ms.  Payne.  The  boards  of  directors  do  and  I,  as  a  member  of  that 
board,  have  such  an  indemniiication. 

Chairmem  St  Germain.  Who  pays  those  premiums? 

Me.  Payne.  The  savings  and  loan  industry  pays  the  premiums 
into  FSLIC,  both  by  the  regular  Eissessment  and  the  special  fissess- 
ment. 

Chairman  St  Germain.  And  how  about  the  rest  of  the  employees 
at  FADA,  other  them  the  board  members  and  yourself? 

Ms.  Payne.  We  have  an  internal  indemnification  by  virtue  of  the 
savings  and  loan  regulations,  but  it's  only  pursuant  to  savings  and 
loan  regulations. 

Chairman  St  Germain.  Thank  you. 

IF  there'll  be  no  other  questions,  we  will  thank  the  panel.  We 
have  some  additional  questions  to  submit  in  writing,  we  would  ask 
your  cooperation. 

We  thank  you  for  your  cooperation  today  and  your  patience  with 
us,  but  we  did  want  to  get  this  hearing  completed  today. 

We  have  a  panel  of  witnesses  tomorrow  that  we'll  be  hearing 
from.  We  wiU  meet  at  10:30  tomorrow  morning,  and  the  subcommit- 
tee will  be  in  recess  until  that  time.  And,  again,  thank  you,  ladies 
and  gentlemen. 

[Whereupon,  at  3:55  p.m.,  the  subcommittee  adjourned,  to  recon- 
vene at  10:30  a.m.,  Wednesday,  March  4, 1987.] 
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Mr.  ClMlrowi.  t  Hwit  to  mke  •  briaf  ooanwit  (bout  the  Ustinony  w«  wiu  hev 
today  on  tppralMl  Maixknk  la  the  rol<  oT  (pprtkalj  hi  MUblWilnc  nvkat  vkIum  ror 
troubled  real  wtala  aneti  oollatcnllzlng  thrift  louu  awl  invMtmants. 

Lait  weak,  1  sent  oaeti  ■■•ab«r  of  Uiia  SubeonnlttM  ■  copy  of  a  report  iaaued  by 
the  HouM  Coaiaeree,  Conauner,  end  Monetary  Attain  Subooanlttee  entitled,  '^paet  of 
AppraiaBl  ProUeas  on  Real  Eatate  Lendinc  Mortgage  Iruirance.  and  Inveetment  In  the 
Secondary  Market'.  Thii  report  dDcunentad  the  pervaalveneta  ot  ippralsal  abuees  and 
the  Hay  In  which  trauduloit  and  faulty  appraiaela  facilitate  uraafe  and  wuound  reel  aetata 
kMia  and  Inveatiaenti  —  often  aa  a  reault  of  preeaure  fron  borrowen,  developen  and  the 
Icndere  theneelvet.  The  report  concluded  that  abusive  eppreiiel  praetlee*  have  pleyed  a 
Ba>Dr  [art  in  the  tiQirea  of  laany  thrifts  aeroes  the  eotiitry  end  a  tam  to  the  depoelt 
Insurance  fund  ot  at  least  one  billion  doUare. 

Therefore,  approval  of  FSLIC  Recap  legulation  miBl  be  aceonpanlad  by  laauruieee 
that  the  appraisal  process  will  be  insulated  from  prenurse  to  produce  whatever  nuabers 
are  necessary  to  oake  the  deal':  and  that  the  federal  banking  agencies  will  iggrealvely 
enforce  this  inperative  through  the  iifiervieory  proeess.  In  the  event  of  a  default  on  a 
reel  eetale  loan  or  investment  the  cnly  thing  that  itamta  between  the  lender  or  biveitor 
and  a  losa,  Is  the  market  value  ot  the  collateral,  as  cstabliMied  by  the  appraiser.  If 
brbearence  Is  an  appropriate  regulatory  tool  to  keep  open  thrift  bistitutkma  that,  through 
no  fadt  ot  their  own.  are  facing  difncult  tinea  —and  a  strong  ease  can  be  nade  that  H 
Is  —  tinkering  with  the  appraisal  proeess  is  not  the  oorreet  way  to  la^enent  this  pidley. 
At  a  tiae  when  we  are  trying  to  aove  away  troa  regulatory  aceomting  prlnci[dea.  the  lae 
of  fiBuiy'  appralsala  in  the  loan  files  should  be  discouraged. 

Since  the  teuanee  of  our  report,  ti±atantlal  progress  has  been  nade  at  the  federal 
levti  and  in  the  private  sector  to  correct  appraisal  abuses  and  their  daaugfng  effects. 
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The  federal  bankbii  tceneies  together  with  the  FHA,  VA,  Fennle  Mae  and  Freddie  Hae, 
have  eatabliahed  an  interagency  task  force  to  coordinate  appraisal  policies  and  to  tighten 
supervisory  practices.  In  the  private  sector,  the  leadhig  appraisal  groups,  such  as  the 
Society  of  Real  Estate  Appraisers  and  the  Anertean  Institute  of  Real  Estate  Appraiser*, 
have  acknowledged  their  industry's  problems  and  are  working  with  me  toward  the 
introduction  of  legislation  creating  an  appraisal  industry  S«lf-RegulBlory  Organization.  I 
also  want  to  compliment  the  Federal  Home  Loan  Bank  Board  for  dealing  with  a  tew  serious 
n  with  its  lUKe)  appraisal  atandwMls. 
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STATEXEHT  OF  L.  L.  BOWMAN  III 

TEXAS  SAVIHGS  AND  LOAN  COHHISSIONES 

BEFORE  THE  SUB-COKHITTEE  OH  FIHAHCIAL  INSTITUTIONS 

SUPERVISION,  REGULATION  AND  INSURANCE  OF  THE 

COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS, 

U.  S.  HOUSE  OF  REPRESENTATIVES,  MARCH  3,  1987 

I  want  to  thank  you,  Chaiman  St.  Garmaln  and  Mwnbars 
o£  tli«  Sub-coma ittaa.  Cor  allowing  m*  th»  opportunity  to 
connant  on  H.R.  37,  ChalrKan  St.  Garvaln'a  bill  antitlad 
tba  "Fadaral  Savings  and  Loan  Insuranca  corporation 
Racapltalization  Act  of  1987",  and  on  H.R.  1063,  introduced 
by  Mr.  -  Bartlatt,  with  thraa  co-sponsors,  antitlad  ttia 
"Thrift  Forbaaranca  and  Supervisory  RaCom  Act". 

My  comnants  in  regard  to  H.R.  27  will  ba  general,  and 
than  I  will  have  mora  apacific  conaanta  in  regard  to  H.R. 
1063. 

I  am  In  full  support  of  efforts  to  recapitalize  the 
insurance  fund  adninistarad  by  F5LXC.  The  form  of 
recapitalization  and  the  amount  of  recapitalization  is 
certainly  important,  but  I  do  not  view  it  as  my  role  as  a 
state  regulator  to  try  to  influence  those  issues. 
Obviously,  FSLZC  must  be  recapitalized  in  the  very  near 
future  if  tha  extensive  problems  facing  the  savings  and  loan 
industry  nationwide  are  to  be  dealt  with  effectively.  It 
seem^  to  ma  that  tha  general  approach  of  H.R.  27  in  using 
tha  resources  available  through  the  Federal  Home  Loan  Bank 
system  is  a  logical  and  worthwhile  course,  and  I  view  the 
target  of  $3  billion  capitalization  of  the  Financing 
Corporation  to  ba  a  worttwhile  ninimum  amount  for  this 
effort. 
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I  will  not  addrass  ttic  spacifics  of  Ui«  structure  of 
the  Financing  Corporation  or  its  relation  to  the  Faderal 
Hon*  Loan  Banlcs  and  FSLIC,  as  those  natters  do  not  directly 
affect  my  role  as  a  state  regulator.  1  do  wish  to 
reemphasize  that  a  recapitalization  of  the  rsLIc  fund 
immediately  is  essential  if  state  and  federal  regulators  are 
to  deal  uith  the  number  and  size  of  problem  institutions  in 
our  industry  today. 

One  specific  concern  I  would  like  to  express  in  regard 
to  H.R.  27  is  with  respect  to  Section  7,  which  apparently 
makes  the  Federal  Asset  Disposition  Association  subject  to 
certain  audit,  reporting,  and  open  meeting  requirements 
under  federal  law.  I  am  certainly  not  an  expert  on  such 
matters,  but  my  concern  is  that  such  provisions  aight 
operate  to  seriously  hamper  the  effectiveness  of  FA DA  in 
dealing  in  a  businesslike  fashion  with  the  extensive  real 
estate  holdings  which  it  now  has  or  is  likely  to  have  in  the 
future .  Making  FADA ' s  operations  and  records  sub j  ect  to 
public  disclosure  would,  it  seems  to  me,  tend  to  undermine 
their  ability  to  effectively  negotiate  the  best  business 
result  with  regard  to  secific  assets. 

In  regard  to  Hr.  Bartlatt's  bill,  H.R.  1063,  I  am  in 
favor  of  the  four  forebearance  measures  obtained  in  Section 
2  of  the  bill.  It  seems  to  me  that  amortization  of  loan 
losses,  the  use  of  generally  accepted  accounting  principles 
in  accounting  for  problems  loans  and  restructured  loans,  and 
the  use  of  general  reserve  accounts  which  are  not  charged 
against  the  association's  net  worth,  are  reasonable  and 
worthwhile   approaches   to   certain   problems   facing   our 
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Industry,  •specially  in  T«xas  and  sob*  otbar  states.  As  you 
may  luiow,  tha  forsbsarancs  provisions  of  Mr.  Bartlstt's  bill 
crsnrally  parallel  tboss  msasurss  rscomundsd  by  the  sub- 
coBMittss  on  regional  problsas  of  ths  tlnitsd  states  Lsagus 
of  Savings  Institutions  Task  Force  en  FSLIC  issues,  which 
was  chaired  by  Hr.  HcCallister,  also  appearing  on  this  pansl 
tioday.  Z  served  on  that  sub-comittes,  and  t  support  Its 
irecwmendations,  which  Hr.  Bartlstt's  bill  seeks  to 
ij^plsBsnt. 

X  alao  agree  that  those  loan  losses  or  perspective  loan 

losses  which  are  the  result  of  Misconduct  by  an  institution 

^r  its  sanageaent  should  not  be  subject  to  asortization,  as 

in  soae  instances,  we  find  that  the  Association  or  its 

managssent  has,  in  essence  "given  away"  sonsy  in  a  bad  loan 

«<rt)ich  results  in  the  loss.   Clsarly,  such  misconduct  should 

not  be  condoned  through  an  extended  asortization  process. 

PMrtbar,  it  is  not  clear  to  se  that  this  exclusion  fres 

fortwarance  for  such  loan  losses  also  would  apply  to  ths 

other  provisions  of  tbs  bill  in  regard  to  accounting  and 

rMerves  for  sucti  loans.   It  is  sy  understanding  that  the 

purpose  of  the  bill  is  to  allow  sose  forebearance  on  loans 

Hliicb  are  problsss  through  no  fault  of  the  institution  or 

lU  sanageaent,  and  it  is  sy  reading  of  the  bill  that  ths 

provisions  disallowing  forbearance  for  those  loan  lossss  as 

a  result  of  sanagesent  misconduct  only  appliss  to  the 

SBortization  provision  of  the  bill.   I  think  consideration 

should  be  given  to  applying  that  standard  to  ths  othsr 

'oribearance  seasures  as  well. 
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Z  would  further  suggest  that  the  uctttndad  anortization 
by  allowed  to  an  Institution  located  outside  the 
econonically  depressed  region  for  all  loans  to  borrowers  or 
secured  by  property  in  the  econonically  depressed  region.  As 
Z  understand  the  bill,  it  would  require  the  institution  to 
have  a  suhstantlal  portion  of  its  portfolio  in  such  loans  to 
qualify  for  extended  amortization.  It  would  seem  more 
equitable  to  me  to  allow  the  forbearance,  based  on  the 
location  of  the  loan,  and  not  require  a  percentage  test  of 
the  portfolio  for  the  institution  to  qualify. 

Zn  regard  to  Section  3  of  the  bill,  entitled 
"Improvements  in  the  supervisory  Process",  the  review 
provision  seams  reasonable,  as  I  have  long  been  concerned 
about  the  apparent  lacX  of  an  appeal  remedy  for  an 
institution  under  the  classification  of  assets  rule.  While 
it  may  not  be  necessary  to  deal  with  the  issue  of  timeliness 
of  the  review  in  the  statute,  Z  believe  that  issue  needs  to 
be  addressed  either  in  the  statute  or  the  regulation,  to 
insure  that  the  appeal  process  can  be  accomplished  in  a 
reasonable  period  of  time. 

I  also  support  the  provision  of  the  bill  which  allows 
flexibility  in  classifying  loans  and  analyzing  financial 
capability  of  borrowers,  as  well  as  waiver  of  approval 
requirements.  I  strongly  favor  the  provision  for  allowing 
flexibility  in  requiring  reappraisals  of  property  which  is 
acquired  through  foreclosure.  Z  do  not  intend  to  require 
institutions  under  my  jurisdiction  to  reappraise  every  peica 
of  foreclosed  real  estate  under  state  regulations.   It  seems 
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to  B*  that,  und«r  currant  •eeneaic  conditiona,  auch 
raappraiaala  ara  auapaot,  and  ara  causing  undua  financial 
and  ragulatory  burdana  to  tha  institutiona  wa  ragulata. 

I  BH  alao  in  support  of  tha  provision*  in  ragard  to 
rsBOving  FSLIC  froa  budgatary  and  parsonnal  constraints.  I 
baliava  FSLIC  naads  tha  ability  to  racruit  top-quality 
parsonnal,  aspaclally  at  tha  axacutlva  diractor  and  sanior 
staff  lavals,  with  tha  axpartisa  naadad  to  adninlstar  naw 
funda  proparly.  Thara  has  baan  axtanslva  tumovar  in  tha 
sanior  staff  lavals  in  tha  paat  thraa  yaars  at  FSLIC.  Tha 
agancy  naada  tha  flaxlbillty  and  Indapandanca  to  attract 
high  quality  staff,  and  tha  provisions  in  Hr.  Bartlatt's 
bill  to  accomplish  this  ara  nacassary. 

Finally,  I  atrongly  favor  tha  provisions  in  Saction  S 
in  Mr.  Bartlatt's  bill  in  ragard  to  studying  the  faasability 
of  astablishing  an  Asset  Acquisition  Corporation.  A  sinilar 
idea,  to  establish  an  asset  nanagaBant  corporation  to  nanage 
troubled  real  estate  and  recosnend  altamativas  for 
institutions,  discussed  a  year  ago  in  Texas,  and  a  plan  was 
devised  to  establish  such  a  corporation  in  Texas.  However, 
the  persons  willing  to  participate  In  directing  and  managing 
such  a  corporation  were  Industry  l^ders  who  felt  they  would 
need  idawiification  from  FSLIC  for  any  claims  which  might 
arise  from  Institutions  participating  in  real  estate 
transactions  with  the  corporation,  and  the  plan  never  came 
to  fruition  due  to  an  apparent  reluctance  on  the  part  of 
FSLIC  to  Indemnify  such  persons.  Thus,  tha  seeds  of  the 
Idas  have  been  planted,  and  tha  concept  should  be  pursued. 


Digitized  by  Google 


Hr.  Chaiman,  ny  only  comnant  In  rsspons*  to  your 
lattar's  r«qu«at  about  change  of  control  nattara  la  that  I 
perceiva  no  sarloua  problaaa  in  tha  way  the  atata  and 
fedaral  approval  procaaaes  fvinctlon. 

Finally,  Mr.  Chairman  and  Hembara,  I  wlah  to  advlsa  you 
that,  contrary  to  cartaln  Impraaalona  which  have  been 
creatad  by  racant  madia  convaraga  of  certain  aavlngs  and 
loan  avanta  in  Texas,  I  and  ny  Departnent  ataff  enjoy  good 
working  relatione  with  Kr.  sreen  and  the  Fedaral  Hone  Loan 
Bank  of  Dallaa  and  the  Federal  Home  Loan  Bank  Board  hare  in 
Haahington.  No  one  ahould  Infer,  from  tha  fact  that  there 
may  be  occaaional  diaagreenenta  on  how  to  handle  a 
particular  situation  or  the  timing  of  certain  aotlona,  that 
tha  state  and  federal  regulatory  authorities  are  not 
cooperating.  I  Intend  to  continue  a  good  working 
relatlonahip  with  our  federal  counterparts.  X  believe  we 
all  share  the  common  objective  of  trying  to  weed  out  certain 
problems  in  Texas,  deal  with  the  real  estate  problems  at 
handt  and  seek  to  support  a  safe  and  sound  savings  and  loan 
industry  In  Texas  and  the  United  States.  We  face  soma  very 
very  difficult  problems  In  the  two  to  three  years  ahead.  I 
look  forward  to  a  working  relationship  with  Kr.  Green  and 
the  Vederal  Home  Loan  Bank  of  Dallas  which  is  good,  and 
getting  better,  in  dealing  with  these  problems.  Thank  you 
for  your  time  and  attention. 
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Thank  you  foe  the  oppoi:tunlty  to  testify  today  on  the  process  ol 
regulation  in  the  Ninth  District  of  the  Federal  Hose  Loan  Bank 
Syste>  and  on  the  tecapltalizatlon  of  the  Federal  Savings  and 
Loan  insutance  Cotpocation,  the  issue  of  forbearance  and  the 
long-tarM  stability  and  viability  of  the  thrift  industry. 

Our  stateaent,  which  follows,  will  essentially  show  that  there  i 
Buch  to  support  the  widely-held  perception  that  a  poor  and 
deteriocatlng  econosy  is  the  basic  problen  with  a  majority  of 
thrift  institutions  in  the  Ninth  District.   However,  there  is 
■uch  mote  which  has  been  added  to  that  scenario  to  provide  a 
complete  picture  for  the  committee. 

Specifically,  it  points  out  that  there  is  a  relatively  small  but 
significant  number  of  institutions  in  our  District  which  Cook 
every  advantage  of  the  deregulatory  environment.   This  group  was 
ctiaracterlzed  by  excessive  growth  into  very  high  risk  and 
speculative  assets  funded  by  high  cost  and  volatile  liabilities. 
The  management  in  these  institutions  generally  had  poor  to 
nonexistent  underwriting  practices,  inadequate  disbursement 
controls  and  serious  shortcomings  in  their  recordkeeping. 
Characteristically  these  high  risk  institutions  have  failed  at  t 
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FBcord  rate  and  ace  pclasclly  cesponalble  far  laposing  extrsnaly 
high  and  escalating  coits  to  FSLIC  and  to  the  industry  in 
general.   It  ie  essential  that  this  group  be  separated  and  dealt 
with  differently  than  those  Institutions  that  have  actually  been 
disadvantaged  by  the  aconoay.   That  Is,  in  fact,  the  approach 
that  la  being  followed  by  the  Federal  HoM  Loan  Bank  of  Dalla.s. 

Today  we  will  first  review  briefly  the  recent  history  and 
perceptions  of  the  situation  in  the  Ninth  District,  and  then 
discuss  the  essential  facts  and  figures  relating  to  the  econoay 
and  the  supervisory  envlronwent  for  federally  Insured  savings 
institutions.   Following  that,  »e  will  highlight  three  specific 
cases  that  have  been  presented  to  the  Federal  Hoae  Loan  Bank  of 
Dallas  for  appropriate  action,  finally  we  will  share  with  you 
actions  that  have  been  taken  to  address  the  overall  situation,  as 
well  as  to  reconnond  approaches  Chat,  we  believe,  will  help  the 
industry,  the  regulators  and,  Bost  ioportantly,  the  public  we  all 


BACKGROUND 

The  situation  that  we  face  in  the  Ninth  District  is  essentially 
the  result  of  two  distinct  events.   First,  the  deregulation  of 
the  thrift  Industry  (and  the  financial  services  industry)  in  th( 
early  1980's  and,  second,  a  deteriorating  econonic  enviconnent  ] 
the  southwest  that  has  occurred  primarily  in  the  last  18  months. 
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Datsgulation  of  the  industry  beginning  with  the  liability  side  of 
the  balance  sheet  In  19B0  and  followed  with  the  asset  sid«  of  the 
balance  sheet  In  1982,  set  the  stage.   Both  the  1980  and  1982 
legislation  were  necessary  landsark  Initiatives  which  have 
provided  us  with  both  benefits  and  challenges.  The  legislation 
deregulating  portfolios  in  order  to  coabat  interest  rate  spread 
problesB  also  placed  new  responsibilities  on  the  thrift  Industry 
and  the  regulators.  He  believe  the  industry  and  the  regulators 
have  in  large  aeasure  responded  promptly  and  appropriately. 
Bowevec,  the  new  deregulated  environment  was  vulnerable  to 
abuse  by  some  individuals.   The  excessive  growth  that  these 
so-called  entrepreneurs  directed  FSLIC-insured  institutions  to 
pursue  for  quick  profits  has  resulted  in  asset  portfolios  that 
fall  far  short  of  industry  standards  for  long-term  value  and 
sound  underwriting. 

Problems  caused  by  these  individuals  were  exacerbated  by  economic 
events  in  the  early  1980s:  double-digit  inflation  and  up-to-20 
percent  interest  rates.   The  thrift  industry's  commitment  to 
housing  Americans  through  long-term  financing  supported  by 
short-term  deposits  quickly  resulted  in  a  negative  spread  for  a 
large  number  of  thrift  institutions.   He  would  also  remind  you 
that  this  coMiitment  was  mandated  by  both  Congress  and  the 
industry's  regulators,  in  order  to  achieve  important  public 
policy  objectives. 

This  funding  of  long-term  assets  with  short-term  deposits 
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leaulted  In  ssvere  earnlnga  problaMi  thmt  v«ak«n*d  the  Industry 
as  it  approached  the  deregulated  envl conaent .   yet  this 
•nvtroDBBitt  •iBultaneously  >«de  it  attractive  for  thtilt 
Institutions  to  find  new  avenues  for  lending  and  investaents,  and 
traaendous  coapetltiv*  and  financial  prassucas  to  expand  in  an 
•tteapt  to  grow  out  of  th*  problaaa.   Kany  institutions  aovad  too 
tapidly  into  nan-traditional  landing  as  they  sought  to  bolster 
■arnings  to^nhance  capital  positions  that  had  been  deciaated  as 
I  result  o£  the  severe  operating  strains  of  1980  through  19S2. 

la  the  Ninth  District  that  strategy  of  extraordinary  growth  was 
very  aasy  to  pursue,  for  tha  econoay  was  boonlng  in  Texas  and 
throughout  the  Sun  Belt.   In  the  southwast,  and  in  Texas 
particularly,  significant  inaigration  was  the  nora,  developnent 
in  nearly  all  econoalc  sectors  was  occurring  at  a  rapid  pace,  and 
cities  and  counties  were  encouraging  enoraous  growth  through 
their  zoning  policies  and  building  peraits. 

Honey  froa  all  over  the  nation  caae  into  Texas  to  fund  the 
growth.   Kany  otherwise  cautious  businesses  failed  to  take  into 
account  that  all  segaenta  of  the  econoay  are  cyclical;  aany 
pursued  activities  in  our  regional  area  as  If  there  could  be  no 
downturn. 

It  is  froa  a  very  high  point  of  econonlc  activity  —  some  would 
■ay  an  unnaturally  high  point  —  that  wa  have  had  to  face  the 
current  downturn  In  the  economy  in  the  southwest,   najor 
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adjustments  in  the  energy  sector  as  a  result  of  domestic  and 
international  activities,  as  well  as  substantial  changes  tn  the 
agricultural  sector,  hav*  had  both  direct  and  indirect  effects  on 
the  thrift  industry  and  the  people  and  the  coaaunities  that  the 
industry  serves.  Unfortunately,  the  envltronnent  was  so  attractive 
that  soBe  less-prlnclpled  entrepreneurs  came  in  as  well:  funds 
were  diverted,  in  aone  cases  into  their  own  pockets,  and  a 
disasteir  was  left  in  their  wake. 

One  aBong  Bany  suggested  solutions  to  the  situation  Is  to  simply 
provide  time  for  the  economy  to  recover.  The  perception  is  that 
where  reasonable-at-the-time  business  decisions  were  pursued  and 
the  values  of  property  have  recently  declined,  those  values  will 
in  time  recover  and  profits  will  recover  as  well.  This  view  has 
translated  into  the  ce commendation  for  forbearances  on  the 
recognition  of  actual  losses  and  for  the  easing  of  supervisory 
efforts. 


barrier  to  resolving  the  problem  raCher  ttian  a  necessary 
component  of  both  the  recovery  and  preservation  of  the  industi 

These  are  some  of  the  perceptions  that  have  been  shared  with  i 
as  to  what  has  led  to  the  current  situation  in  the  Ninth  Disti 
and  how  we  should  approach  our  cesponsibilitles  based  on  thost 
perceptions.   There  is,  however,  more  that  can  be  learned  by 
reviewing  some  of  the  facts  of  the  situation  in  the  Ninth 
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Diatrlet,  froa  acononlc  «Rd  financial  partpsctives,  and  by 
consldaclng  tha  Industry  on  aora  than  an  aggragata  or  btoad 
baals.   Thaia  ara  savaral  aaqaanCs  oparatlng  within  tha  thrift 
induatry  in  tba  Ninth  District  and  thaae  Individually  hav*  had  a 
druMtlc  lapact  both  on  tha  aggragata  atatiitics  at  vail  as,  wa 
beliava,  tha  proper  and  most  affactiva  Bethods  for  approaching  a 
vary  coaplax  situation. 

It  la  cactainly  accuiata  that  tha  currant  aconovy  of  tha  Ninth 
Oittrlct  is  poor.   In  an  araa  that  Is  conaonly  rafarred  to  as  the 
"oil  patch*,  the  anargy  Industry  Is  in  particularly  dire  straits. 
Oil  prices  continue  at  low  levels  and  recant  newspaper  articles 
about  unsettled  OPEC  conditions  give  little  prospect  for 
iapcaveaent  In  tha  near  future.  At  the  saaa  Clae,  agriculture, 
another  laportant  aspect  of  Che  econony  In  the  Ninth  District, 
haa  also  suffered  froa  a  alsnatch  between  the  cost  of  production 
and  the  price  received  for  connodities.   Mlth  these  conditions, 
uneaployaent  in  tha  Dlatrlct  has  cliabed  and  now  exceeds  the 
national  average  by  a  substantial  percentage.  And  the  real 
estate  aarket,  both  coaaercisl  and  residential,  has  been 
drastically  iapactad  with  values  down  over  30  percent  in  some 
areas.   Of  course  these  conditions  have  dranatically  Inpacted  the 
financial  services  industry  In  Che  Southwest,  Including  both 
coaaercial  banks  and  thrift  InsCitutlons.   While  there  are 
differing  opinions  as  Co  whether  the  econoay  in  this  area  has  in 
fact  "bottoaed  out,"  there  is  widespread  acknowledgaent  Chat  the 
recovery  period  is  likely  to  be  long,  with  aost  esClDacae  in  che 
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tour  to  fiva  y«at  range. 

With  theic  closB  ties  to  the  ce«l  estate  Industry,  a  najoclty  of 
thrift  institutions  in  the  District  have  been  adversely  affected 
by  these  econoalc  conditions.   A  quick  review  of  key  financial 
figures  for  the  District  a«ply  supports  that  point.   In  1986. 
regulatory  net  worth  declined  51  percent]  loan  delinquencies 
increased  S8.,3  blllioni  and  the  overall  return  on  assets  declined 
260  basis  points.  However,  it  is  essential  to  exaalne  the 
situation  Bore  closely;  there  is  a  relatively  sull  nuaber  of 
institutions  within  the  District  that  have  exploited  and  abused 
the  opportunities  afforded  by  deregulation  and  these  few  have 
skewed  dramatically  the  perfoinance  ratios  of  the  industry  as  a 
whole.  These  institutions  are,  necessarily,  the  primary  focus  of 
ouc  regulatory  efforts  and  should  be  the  focus  of  considerations 
of  the  pending  FSLIC  recapitalization  legislation. 

A  recently  cospleted  study  conducted  by  the  Dallas  Bank 
segregated  institutions  in  the  Ninth  District  into  four  distinct 
categories,   in  this  study,  SB  percent  of  the  Institutions  in  the 
District  were  deternined  to  be  well  aanaged  and  profitable,  21 
percent  of  the  institutions  were  considered  to  be  well  managed 
but  experiencing  problems  related  to  the  economy,  and  12  percent 
of  the  District's  institutions  were  considered  to  be  troubled  but 
with  strong  prospects  of  eventual  recovery.   Nine  percent, 
including  many  of  the  opportunists  mentioned,  are  considered  to 
be  non-viable.   A  major  portion  of  this  segment  includes 
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inititutions  alraady  In  th«  KansgeHent  ConilgnHent  Frograa  or 
undar  ochac  auparvlaory  control. 

Addrassad  In  anothar  way.  If  the  non-viabla  inttitutloni  In  that 
•tudy  vac*  allainatad  ttom   tha  Diatcict's  atatlstlcc,  the 
Diatcict  nuMbaia  would  ahow  aubatantial  laproveBent*.   For 
•xaapla,  regulatory  net  worth  as  a  parcent  of  total  aaaeca  would 
ba  incraaaad  ftoa  l.G  percent  to  4.7  percent.   Loans  delinquent 
■ore  than  SO  days  would  decline  by  over  $5  billion.   And  the 
ovarall  return  on  aaaata  of  Oiatrict  instttutiona  would  increase 
162  baala  points. 

ProM  yet  another  perapactlva,  it  ia  out  baliaf  that  if  the 
uncertainties  asaoclatad  with  thia  group  of  inatitutions  could  be 
leaioved  froH  the  funding  altuatlon  In  the  Southwest  and  the  cost 
of  deposits  for  our  institutions  declined  to  the  national 
average,  profits  for  thrift  institutions  In  Texas  alone  would  be 
increaaad  by  an  estiaated  one-half  billion  dollara  annually. 

The  severely  troubled  institutions  are  the  focus  of  our 
supervisory  work  at  the  present  tlae.   Over  the  past  two  and 
one-half  years  since  the  current  principal  supervisory  agent  has 
been  managing  the  regulatory  affairs  of  the  Federal  Home  Loan 
Bank  of  Dallas,  significant  anount  of  effort  of  the  Dallas  Bank 
haa  been  directed  to  the  Identification  and  containnent  of 
problea  situations.   Hlth  substantial  additions  to  staff  and  a 
current  exanination  schedule,  this  goal  has  been  largely 
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attained.  Th«  focus  of  our  cuptrvisory  afforts  now  is  shifting 
to  retainnent  of  viable  institutions  and  the  continuation  of  a 
Strong  and  prospering  thrift  industry  in  the  Ninth  District. 

The  following  case  studies  ere  presented  without  specific  naaes 
and  references.  The  first  two  cases  aerve  to  illustrate  the 
severely  troubled  institutions  In  the  Ninth  District  whose 
condition  is  a  prlsiary  result,  not  of  the  econa«y,  but  of  poor 
and  Imprudent  Banageaent  practices.  The  third  shows  what  can  be 
BCCOBplished  in  working  with  those  less  troubled,  well-aianaged 
institutions  that  have  suffered  losses  largely  froH  economic 

"ASSOCIATION  A' 

During  19B2,  100  percent  of  this  institution's  stock  was  acquired 
by  a  single  investor.   Subsequently,  the  institution  followed  a  - 
course  o£  rapid  growth,  fro«  S29  Million  to  92  billion  in  assets, 
or  a  147S  percent  Incraaee  on  an  annualized  basis,  funded  to  a 
large  extent  by  brokered  and  junbo  certificates  of  deposit.   This 
thrift  shifted  from  a  traditional  1-4  family  loan  originator  (92 
percent  of  portfolio)  to  an  institution  heavily  involved  In 
acquisition,  development  and  construction  (ADC),  eomneccial  and 
industrial,  and  over-five-fanily  dwelling  unit  loans  (B3  percent 
of  portfolio).   Prior  to  acquisition,  examinations  revealed  that 
Association  A  was  free  of  substantive  problems.   Subsequent 
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regulatoiy  violationa  which  vars  of  such  a  aagnltuda  that  th« 
institution'!  viability  waa  jeopardizad. 

To  halt  tha  aarious  and  continuing  ragulatory  violationa  and 
unsafe  and  unsound  lending  practices,  a  taaporacy  Cease  and 
Desist  Order  was  issued.   Follawing  the  issuance  of  a  permanent 
Ocder,  an  exaBinatlon  was  coBmencad  which  revealed  severe  asset 
quality  probleas  and  continuation  of  loan  underwriting 
deficiencies,  violations  of  law  and  regulations  and 
non-co«pliance  with  the  provisions  of  the  outstanding  Cease  and 
Desist  Order.   At  the  next  exaalnatlon  and  after  continued 
deterioration  in  the  association's  financial  condition,  the 
exaalners  reported  the  thrift's  insolvency.   As  a  result  of  the 
poorly-Banaged  rapid  growth  and  substandard-quality  asset 
portfolio,  the  institution  failed  and  was  placed  into 
racelvecship  in  19S6. 

The  basis  for  this  action  were  re-appraiials  ordered  by  the 
Federal  Hoae  Loan  Bank  of  Dallas.   As  a  result  of  such 
re-appralsals,  Association  A  which  had  been  reporting  a  positive 
net  worth  exceeding  S50  Million  was  astiaated  to  have  a  negative 
net  worth  of  «ore  than  SS6  ■illion  at  receivership.   Since  that 
Else,  an  independent  consultant  has  raviawed  the  value  and 
prospects  for  ultiaate  disposition  of  the  assets.   This,  as  well 
as  an  analysis  performed  by  the  sanaglng  institution,  indicates 
that  the  losses  are  much  greater  than  anticipated.   In  fact,  as 
of  December  31,  19S6,  the  successor  to  Association  A  reported  a 
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combined  total  of  S800  million  in  foreclosed  end  repossEeBCsd 
assets  and  loans  60  days  or  mora  delinquent,  whlcb  repcasents  SO 
percent  of  total  assets.  Loan  losses  of  $350  million  have  been 
recognized  and  net  worth  has  declined  further  to  a  negative  $400 
■illion.   The  following  is  an  example  of  the  quality  of  the  loan 

Association  A  made  a  S6S  million  loan  to  a  joint  venture  during 
late  198S  based  on  an  appraised  value  of  $60  million  as  is,  and 
SS5  Million  as  developed.   The  loan  wrapped  a  $32  million  loan 
made  by  another  Texas  thrift  for  the  purpose  of  financing  the 
acquisition  of  the  property.   In  the  two  months  before 
Association  A  made  its  loan,  the  propecty  was  sold  six  times, 
sometimes  between  inter-related  parties,  and  its  value  increased 
fion  $16. B  million  to  $S0  million.   This  increase  in  value  was 
not  supported  by  the  appraisal  report  or  other  sources  of  market 
value  information.   Additionally,  the  loan  had  four  guarantors; 
however,  the  contract  states  that  no  deficiency  judgment  shall  be 
allowed  against  the  borrowers,  guarantors  or  principal  partners 
of  the  borrower.  As  a  result  of  the  aforeMentionad  defictenclas 
and  the  failure  to  obtain  adequate  financial  information,  the 
loan  was  classified  doubtful  during  the  examination  and  a  50 
percent  loss  reserve  was  required. 

As  was  often  the  case  for  this  institution,  the  loan  was  granted 
for  the  purpose  of  acquiring  and  developing  real  estate  with 
roadways  and  Installing  utilities  on  the  basis  of  an  eighth  lien. 
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Th».  contract  caquicai  principal  and  int«c*«t  payaents  on  the 
underlying  wrappad  loam  15  days  before  they  are  due  to  the 
underlying  llan  holdece.   The  balance  of  the  loan  dlsbucied  by 
Association  A  only  requires  interest  payaents.   All  payaents  vera 
dae  and  Teaaln  unpaid  since  June  1986,  and  as  such  have  resulted 
in  the  acceleration  of  the  underlying  aoctgages  and  Initiation  o£ 
foreclosure  proceedings.   A  Bank  Board  ordered  re-appraisal 
estlaated  a  value  of  S21  >illion,  and  the  independent  consultant 
•stlnated  a  valua  of  923  to  926  Million  for  the  property.   Under 
either  valuation,  it  is  estixated  that  liguidatlon  proceeds  will 
not  cover  the  underlying  wrapped  loans  and  the  retult  will  be  a 
100  percent  loss  of  Association  A's  disbursed  funds,   in 
addition,  the  consultant  projects  that  the  property  would  require 
an  eight  to  ten  year  holding  period  for  development  and  sale. 

An  independent  third  party  evaluation  recommends  that  Association 
A  allow  underlying  lien  holders  to  foreclose  and  that  the 
institution  write-off  its  loan. 

The  United  Stated  District  Court  for  the  Northern  District 
of  Texas  recently  upheld  the  Bank  Board's  appointment  of  The 
Federal  Savings  and  Loan  Insurance  Corporation  as  receiver, 
noting  that  the  administrative  record  amply  supported  the  Bank 
Board's  conclusions  that  Association  A  "was  insolvent  and  had  so 
dissipated  assets  as  a  result  of  violations  of  rules  or 
regulations  and  unsafe  or  unsound  condition  as  to  be  In  an  unsafe 
cr  unsound  condition  to  transact  buGineiB." 
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"ASSOCIATION  B' 

Alio  during  19B2,  an  Individual  acquired  91  parcant  of  the 
outstanding  stock  In  Association  B.  Latar  that  saae  year,  tha 
Federal  savings  and  Loan  Insurance  Corporation  approved  an 
application  tiled  by  a  shell  corporation  to  acquire  control  of 
ABBOciation  B.  The  shell  coBpany  was  famed  by  the  Majority 
owner  to  facilitate  this  transaction.   This  company  acquired 
these  controllincf  shares  and  additional  minority  Interests,  and 
assumed  the  Indebtedness  of  S5.4  >llllan  connected  with  the 
purchase  of  stock.   The  holding  coapany  also  contributed  non-cash 
assets  in  exchange  for  the  issuance  of  additional  stock,  which 
increased  Association  B's  reported  net  worth  by  approxinaCely  $10 
million.   The  majority  stockholder  retained  72  percent  of  the 
holding  company  stock. 

There  were  no  outstanding  Items  of  supervisory  concern  when  this 
institution  was  acquired.   However,  beginning  with  the 
acquisition,  Association  B  began  to  aggressively  expand  its 
assets  and  departed  from  traditional  lending  activities.   Assets 
increased  from  S78  million  as  of  December  31,  19S1  to  Sl-3 
billion  as  of  December  31,  1986,  a  growth  of  1627  percent.   The 
Association's  growth  was  fueled  by  high  cost  brokered  and  jumbo 
certificates  of  deposit  which  were,  in  turn,  used  to  fund  highly 
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spaculativ*  acquialtlon,  d«v«lop««nt  and  conitructlon  loanc. 

Aftac  th*  acquisition,  the  Aaaoclation  bagan  a  policy  of 
financing  (or  »Bny  salacted  borrowara  all  cloalng  coata  and  faea, 
tha  jniiehaaa  prlea  oC  tha  land,  and  Cutura  intaraat  costa. 
Fcaquantly,  Aaaoclation  B  flnancad  all  ot  'naaily  all  of  tha  two 
to  flva  polnta  chacgad  on  conatructlon  loana.  Haraovar,  aany 
tranaactiona  ware  entacad  Into  without  regard  to  proper 
undarwriting  atandardi.   Often,  tha  Aaaoclation  did  not  conduct  a 
financial  analyaia  of  the  borrowara  or  relied  upon  outdated 
financial  atateaenta.   rurtheraore,  Aaaoclation  B  frequently 
granted  loans  without  benefit  of  apprsltalt  or  upon  faulty  or 
deficient  apptaltals. 

Aaaoclation  B  alto  «ade  several  loana  tacurad  by  the  stock  of 
other  associations,  several  of  which  ar«  now  insolvent,   in  most 
instances,  there  was  no  evidence  in  tha  loan  records  to  indicate 
that  the  institution  pertoraed  an  analysis  of  financial 
■tataaants  or  verified  the  borrower's  ability  to  repay  the  loan. 

Post-acqulsttion  examination a  noted  significant  regulatory 
violations,  unsafe  and  unsound  practices,  landing  deficiencies, 
inadequate  books  and  records,  and  frequent  turnover  in  senior 
■anageaent.   The  lack  of  Banagaaent  or  direction  by  the  board 
contributed  to  operating  losses,  continued  liability  growth, 
substantial  Indicated  losses  and  non-compliance  with  the 
pcovisions  of  a  supervisory  agreement  with  the  Federal  savings 
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and  Loan  iniucanca  Cotpocation.   The  agcaament  was  daeignad  to 
provide  the  institution  an  opportunity  to  infomslly  resolve  the 
cegulatocy  violations. 

However,  as  a  result  of  Association  B's  continuing  disregard  for 
regulatory  coHpllanc*  and  the  agreeaent,  an  Order  to  Ceaea  and 
Desist  was  Issued  during  1986.   In  addition  to  lending 
restrictions,  this  Order  required  a  business  plan  be  provided  for 
diversification  of  assets,  that  lending  and  Invastaent  policies 
be  adopted,  and  that  the  institution  maintain  proper  books  and 


Association  B  also  voluntarily  entered  into  an  agresMant  with  the 
State  of  Texas  which  authorized  the  Connissioner  to  place  an 
Agent  on  the  association's  preaises. 

AS  a  result  of  losses  in  securities  transactions.  Investments  in 
subsidiaries,  and  lending  operations,  Association  B's  reported 
net  worth  significantly  eroded  from  S65  alllion  as  of  December 
31,  1985  to  a  negative  5150   million  as  of  December  31,  1986. 
This  figure  reflected  S6T  million  In  operating  losses  for  the  six 
months  ended  December  31,  1986,  valuation  reserves  of  $340 
million  established  voluntarily  by  tha  Association  and  including 
S6  million  in  reserves  for  losses  or  securities  transactions 
which  the  Dallas  Bank  diracted  be  established,  with  its 
acknowledged  Insolvency,  Association  B  entered  into  a. Consent 
Hecgec  Agreement  with  the  FSLic  late  in  19S6. 
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Beginning  with  tha  •cqulaitlon,  KancgeBent  oItlci«ls  of 
Association  B  had  tha  axcluaiva  uia  of  nuvarout  «xpan«iva 
non-earning  ■••■ta  of  the  inatitution,  including  luxury 
•utoBobilas,  a  hunting  club,  a  yacht,  fiva  sirplanaa  and  pllota, 
and  thraa  baach  houaaa.   Such  uaa  of  corporate  aaaata  clearly 
violated  tha  aplrlt  of  conflict  of  intarast  regulations  and  can 
be  construed  aa  a  aiaappropciation  of  corporate  assets  because 
there  Is  no  evidence  of  approval  of  these  arrangeaants  by  the 
institution's  ba«rd  of  directors,   in  eddition,  the  Association 
paid  coBpensation  and  dividends  on  the  basis  of  inflated  profits. 
Since  the  acquisition  four  years  ago,  the  majority  stockholdai 
has  directly  received  salary,  bonuses,  deferred  compensation,  and 
dividends  totalling  approxiaately  SB  ■illlon.   As  noted,  a  large 
part  of  Association  B's  "tneoBe*  has  been  self-gent  rated  froe  the 
financing  of  fees  from  the  proceeds  of  loans  that  are  now 
delinquent.   Clearly,  the  aaount  of  dividends  and  bonuses  were 
determined,  in  part,  by  the  self-generated  faaa  froa  ADC  loans. 
AS  of  Deceaber  31,  1986,  approxiaately  S900  Billion,  or  ST 
perctnt  of  assets  were  In  delinquent  or  foreclosed  loans. 

In  contrast.  Case  C  is  significantly  different. 


'ASSOCIATION  C* 


rstor  acquired 
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control  of  Association  C  in  19B2.   The  following  y<ai;  this 
invsEtoc  was  incCruMantal  In  Eoraing  a  holding  company  which 
acquired  a  94  percent  contcolling  intacest  in  the  institution. 
The  invettoc  retained  a  60  percent  interest  in  the  holding 
coapany . 

Since  acquisition.  Association  C  has  grown  froa  $80  Billion  to 
S225  allllon  as  of  December  31,  1986.   During  this  same  period, 
the  institution  Invested  in  similar  types  of  loans  as  our 
previous  exaMples.  However,  Its  growth  was  manageable; 
tradltional,  less-tisky  mortgage  loans  constitute  a  >uch  higher 
proportion  of  its  assets,  and  its  lending  records  are  exemplary. 
in  addition.  Independent  review  of  its  assets  reveal  that  the 
collateral  is  far  superior  to  that  securing  loans  granted  by  the 
previous  two  Institutions  and  Is  likely  to  recover  value  as  the 
economy  recovers. 

The  net  worth  of  Association  C  grew  steadily  from  just  under  53 
Billion  as  of  December  31,  1981  to  over  S5  million,  or  three 
percent  of  assets,  as  of  year  end  1985.   During  1986  net  worth 
declined  substantially  to  less  than  $1  million,  or  .4  percent  at 
year  end.   The  decline  is  attributable  to  operating  losses 
resulting  from  the  high  level  of  nonperforming  assets.   As  of 
December  31,  1986,  loans  delinquent  60  days  or  more  and 
foreclosed  and  repossessed  assets  aggregate  $60  million,  or  27 
percent  of  total  assets. 
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The  aasoclatlon'a  pcobl***  ar«  attrlbutabla  to  econoaic  downturns 
and  not  to  the  lack  of  underwriting  standaidc,  untaf*  and  unsound 
practice*  and  self  dealing  seen  In  the  other  two  cases.   In 
Eecognition  of  theic  situation,  Banageaent  has  not  paid  dividends 
since  1985. 

Our  csfulatory  response  to  Aasoclatlon  C'a  probleais  has  included 
various  Meetings  with  the  directorate  and  controlling  person 
which  ultlaately  led  to  the  execution  of  a  supervisory  agreement. 
This  agreement  required  the  Association  to  control  liability 
growth,  Infuse  capital,  and  obtain  a  business  plan  to  address 
internal  aethods  of  lapiovlng  operations.   This  office  is 
continuing  to  work  with  this  institution  to  achieve  our  cosMon 
goal  of  returning  Association  C  to  viability. 

It  Is  not  surprising  to  us  that  we  receive  negative  feedback  fro> 
institutions  like  Associations  A  and  B.   in  contrast,  the 
Majority  stockholder  of  Association  C  has  written  the  fallowing 
coaasnts  to  this  office:   'As  Chalraan  of  [Association  C,  where 
we  are  having  our  own  unique  borrower  and  examination 
difficulties],  I  just  want  to  tell  you  that  (our  supervisory 
agent)  has  been  excellent;  flra  yes,  but  Intimidating  and  rude 
no.   There  Is  a  lot  going  for  us  here  in  this  state  as  well  as  in 
our  region,  and  with  all  of  us  pulling  together  in  a  spirit  of 
cooperation  and  understanding,  we  will  again  lead  our  nation.  Hr. 
Green,  I  want  to  say  thanks  for  the  fairness  and  the  attention 
that  ue  are  receiving.   I  am  hopeful  that  the  coming  year  will 
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pcove  better  for  all  of  us.' 

These  three  cases  represent  sose  of  the  actions  that  have  been 
taken  by  both  non-viable  and  econonlcally  disadvantaged 
Institutions  In  the  Ninth  District  and  ouc  regulatory  approaches 
to  th*B.  As  you  can  see,  in  two  of  these  case  studies,  the 
problens  we  encounter  in  non-viable  Institutions  generally  follow 
a  pattern  of  gross  mitmanagsBent j  in  many  cases  there  Is 
self-dealing  and,  in  some  cases,  fraud.   Without  exception,  such 
situations  are  very  costly  for  FSLIC  to  resolve.   Unfortunately, 
ue  have  a  nu>ber  of  cases  such  as  these  Co  address. 

Cases  such  as  those  highlighted  here  as  Associations  A  and  B  are, 
regrettably,  not  unique,  although  they  do  represent  a  saall 
segment  of  the  Industry.  Neither  is  Association  c  unique; 
fortunately,  there  are  a  larger  proportionate  number  of  cases 
like  Association  C  that  we  do  believe  will  return  to  viability  as 
capable  and  prudent  management  vorks  through  their  problems  with 
our  help-   It  Is  our  approach  to  work  cooperatively  with  those 
with  good  management  and  to  address  firmly  the  problems  created 
by  Imprudent  and  incompetent  management. 


)  have  been  a  number  of  actions  taken  by  the  Dallas  Bank  t 
:e  that  well  managed  institutions  suffering  from  economic 
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pcobltB*  ara  qlvan  every  opportunity  to  work  thcough  theti 
difficulties  and  at  the  sase  tin  addraas  that  calatlvely  aaall 
nuBbar  of  inatitutlona  with  overwhelBlng  pcobliBS  that  ara 
threatening  the  viability  of  the  lndu«tiy. 

Subatantial  practical  forbearance!  have  already  bean  provided. 
For  esavpla,  fully  44  percent  of  the  inetitutiona  in  tha  Kinth 
Dlatrict  are  operating  with  regulatory  capital  balow  alniBUB 
raqulreBenta.  This  includat  74  inatitutlona  that  are  reporting 
negative  regulatory  capital  and  continuing  to  oparata.   This 
percentage  ia  higheat  tmotiq   the  twelve  Padeisl  Rowe  Loan  Bank 
districts  and  also  shows  mch  aore  tolerance  for  such  situations 
than  Is  evident  with  the  coBaercial  bank  regulatory  agencies. 

Miere  we  have  the  authority,  we  have  also  taken  many  steps  to 
■ove  away  froa  a  strict  adherence  to  regulations  and  to  Initiate 
a  aafety  and  soundness  philosophy  in  our  aupervisory  work  In  the 
Ninth  District.  This  has  resulted  in  aany  initiatives, 
including:  the  creation  and  use  of  an  intoraal  coanltnent  latter 
In  lieu  o(  more  stringent  suparvlsory  agraanents;  where 
appropriate,  requiring  specific  reserves  on  doubtful 
clasalflcatlons  at  the  niniaua  allowed  within  the  asset 
claaalflcatlon  regulation;  a  reduction  In  the  reliance  upon 
appraisals  throughout  our  exaalnatlons  and  supscvisocy  wock;  and 
a  recently  Initiated  review  of  outstanding  administrative  action 
to  ellalnata  unnaaded  reporting  and  approval  cequltaaents  in 
those  cases  where  we  have  confidence  In  the  capabilities  of 
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present  nanageDent.   With  regard  to  the  asset  classification 
tegulation.  we  have  been  working  closely  with  the  Fedeial  Bone 
Loan  Bank  Boacd  in  Washington  to  initiate  soae  appcoprlata 
changes  in  the  regulation.  Many  of  theae  changes  wece  announced 
by  the  Board  last  Thursday.   Finally,  we  have  establiahed  a 
comprehensive  review  process  within  the  Dallas  Bank,  one  step  of 
which  includes  mesberE  of  senior  management  acting  as  a 
Regulatory  Review  Committee,  to  ensure  that  our  applications  of 
the  asset  classification  process,  as  well  as  other  regulatory 
decisions,  ace  both  fair  and  consistent. 

Changes  have  also  been  made  in  the  Regulatory  Affairs  Division  of 
the  Bank.   In  addition  to  merging  the  supervisory  and  examination 
departments  into  one  overall  operations  department  to  improve 
timeliness  and  response  to  our  members,  we  have  also  incorporated 
changes  directed  at  accommodating  ongoing  additions  to  staff, 
strengthening  our  regulatory  processes,  providing  needed 
technical  training,  increasing  our  use  of  technology  — 
especially  in  the  area  of  examinations,  and  most  importantly 
Improving  our  overall  communications  with  the  industry.   Our 
emphasis  on  communications  has  included  a  new  bulletin  system  for 
sharing  information  with  our  members,  seminars  on  significant 
areas  such  as  asset  evaluation  and  capital  and,  most  recently, 
general  meetings  with  senior  managers  of  our  member  institutions. 

Actions  have  also  been  taken  by  the  Federal  Borne  Loan  Bank  Board 
in  Washington.   In  a  comprehensive  policy  ! 
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««BBk,  the  Bank  Baaed  announced  propoaala  to  changa  tha  asaat 
claaalf icatian  regulation  directed  at  Increaalng  the  flexibility 
of  aupervlaocy  and  axaalning  peraonnal  and  aaklng  ouc  regulatory 
approach  aore  alailar  to  the  approach  uaed  by  the  bank  regulatory 
agenciea.  Alao  announced  were  clarification*  to  the  appraisal 
guidelinea  in  k-41c.   Such  clarificationt  ate  designed  to  reduce 
costs  to  the  industry,  and  at  the  saae  tiae  aalntain  the  high 
standards  aabodied  in  the  present  BeaoranduB.  The  Board  alao 
reiterated  Its  position  on  support  for  troubled  debt 
restructuring  and  forbearance  with  regard  to  insolvent  Insured 
institutions.   Hoat  iBportantly,  a  foraal  capital  forbearance 
policy  for  wall  aanaged  institutions  that  have  been  affected  by 
•conoBlc  problBBS  waa  announced.  These  actiona  are  fully 
supported  and,  vhere  needed,  are  being  lapleaented  laaediately  by 
the  Dallas  Bank. 

Becently  introduced  legislation  entitled  The  Thrift  Forbearance 
and  Supervisory  Befor*  Act  (the  Act)  seeks  to  provide 
forbearances  to  Institution*  located  In  econoaically  depressed 
areas  of  the  country.   He  fully  endorse  aeasures  which  provide 
for  flexibility  In  dealing  with  the  piobleas  facing  institutions 
located  in  such  areas.   In  fact,  where  discretion  is  provided  by 
currant  regulation,  we  at  the  Dallas  Bank  have  exercised  It. 
Additionally,  the  Bank  Board's  lapleaentatlon  of  a  forwal  and 
unlfora  capital  forbearance  policy  Is  consistent  with  the 
philosophy  underlying  the  Act. 
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Ha  andocs*  «any  of  tha  concapts,  including  tha  use  of  GAAP 
accounting  and  FASB'-IS,  embodied  in  tha  Act.   wa  aca  also  In 
favor  of  the  Bank  Board  undertaking  a  study  of  the  creation  Of  an 
asaat  acquisition  corporation  to  warahouaa  raal  estate  assets  and 
legislation  which  would  increase  the  autonoay  of  the  rsdecal 
Savings  and  Loan  insurance  Corporation.  Ms  applaud  Congressman 
Barlett's  recognition  of  tha  naed  for  llMlts  to  b«  placed  on 
coBBSCClal  lending  and  for  collateral  requlreaents  on  developaent 
loans,  particularly  ths  requireaant  the  borrower  have  equity  In 
the  project. 

There  are,  however,  provisions  of  ths  legislation  about  which  wa 
have  concerns.   Specifically,  wa  do  not  andorsa  the  proposed 
amortization  of  loan  lossas  over  a  five  to  tan  year  period 
principally  because  such  an  approach  Is  Inconsistent  with  tha 
principles  of  GAAP  and  we  strongly  favor  the  thrift  industry 
■oving  to  GAAP  as  soon  as  posslbls.   Such  *aasur«s  could  revarsa 
progress  being  made  to  improve  confidence  In  the  thrift 
industry's  accounting  practices  and  eventually  lead  to  a  loss  of 
confidence  in  the  credibility  of  the  financial  statements  of 
thrift  institutions.   Such  a   situation  could  be  an  impediment  to 
the  critically  needed  influx  of  capital  to  the  thrift  industry. 
Reserve  accounts  which  are  established  In  consideration  of  the 
quality  of  tha  asset  portfolio  and  Included  as  a  part  of  net 
worth  are  mora  appropriate  than  deferring  losses  and.  In  fact, 
provide  a  clearer  picture  for  investors  and  tha  public  about  the 
actual  condition  of  an  institution.   Additionally,  In  ouc 
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opinion,  th«  ongoing  l«pl«a*nt«tion  of  a  unlfoca  capital 
Carb«acanca  policy  negates  th«  n««d  to  provide  forbaacancai  fto« 
K-acognlilng  loan  losaa*. 

Ttim   Act  alao  ambodlaa  th*  coneapt  of  an  appaala  procaaa  for 
auparvlaocy  daclalona.  Ne  auppoct  auch  a  coneapt  and.  In  tact, 
~  at  tha  Dallas  Bank,  -regulatory  judgaenta  and  decisions  are 
subject  to  aultipla  revievs,  including  a  Regulatory  Review 
COBBittee,  to  ensure  that  they  are  fair  and  reflect  a  consistent 
application  of  the  policies  and  regulations  foe  vhich  we  are 
casponslbl*.   In  addition,  we  have  on  many  occasions  coaauoicated 
to  our  aeaber  institutions  that  any  decisions,  Judgaants  or  other 
matters  with  which  they  are  not  satisfied  can  be  brought  to 
senior  aanageaent's  attention  and  we  will  personally  review  all 
circunstances  in  detail,   in  our  view,  a  formal  arbitration 
process  on  top  of  these  aany  safeguards  would  ba  redundant,  time 
consuming  and  an  unnecessary  expense  for  our  institutions.   On 
the  other  hand,  affirmation  of  the  regulatory  review  process 
already  in  place  at  the  Dallas  Bank  would  cecelva  our  support. 


t  would  like  to  close  with  some  summary  observations  about  the 
situation  overall  in  our  district  and  about  the  Federal  Home  Loan 
Bank  System's  ability  to  help  Itself,  as  it  has  since  the  System 
was  crested  55  years  ago. 
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Thata  is  no  doubt  that  tha  challenge*  we  face  today  aca  sacious, 
both  for  the  Industry  and  fot  the  public  it  serves.   The 
■trongast  step  that  can  be  taken  to  address  the  probleas  at  hand 
is  Eccapttallsation  of  the  rSLIC,  to  provide  us  and  tha  othar 
Federal  Rone  Loan  Banks  with  the  tools  nacassary  to  handle  the 
cases  that  ara  on  our  doorstep. 

The  BOBt  cOBpelling  reason  that  recapitalization  is  needed  at 
this  tine  is  that  the  public's  confidanca  in  savings  institutions  . 
and  in  the  fSliC  Is  being  veakened  unnecessarily.  The  frank  and 
open  discussions  of  the  resources  of  the  FSLIC  and  of  the 
regulatory  processes  have  been  necessary  to  Congress  in  Its 
deliberation  and  oversight  rola.   However,  the  discussions 
surrounding  tha  FSLIC  and  its  naads  have  gone  on  for  quite  some 
Cine,  and  tha  negative  news  is  taking  Its  toll,   in  our  district 
alone,  consuaec  Inquiries  relating  to  tha  health  of  the  FSLIC 
have  nore  than  tripled  in  the  last  two  years.  This  does  not 
account  for  the  increase  in  inquiries  about  the  health  of 
individual  institutions  which  are  up  more  than  200  percent  in  the 
sane  period. 

The  question  Is,  how  much  more  disclosure  of  the  bad  news  will 
the  public  accept  until  thay  saa  afflrtaatlve  action  to  deal  with 
the  situation? 

Tha  thrift  Industry  has  earned  and  deserved  the  support  of  the 
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A-aeclcan  paople  ov«[  the  yean.   Ha  bellav*  too  that  tha  Pedaral 
^oMe  Loan  Bank  Syttea  has  earned  and  deiecvad  that  trust  and 
^uppoct.   The  reaaon  that  the  Industry  exists  aa  federally 
Insured/publicly  chartered  institutions  ts  to  provide  a  public 
aecvlcet  this  Coaalttee's  constituency  and  ours  aie  the  saae. 

The  Federal  Hove  Loan  Bank  of  Dallas'  Statement  of  Purpose  points 
clearly  to  this  fact: 

'The  Federal  Hoae  Loan  Bank  of  Dallas  serves  th«  public 
interest  by  supporting  the  thrift  industry  with  quality 
regulatory  oversight  and  banking  products  and  services  that 
enhance  the  industry's  prof itsbllity  and  financial  soundness  In 
the  provision  of  affordable  housing,  coonunlty  secvlces  and  other 
needs  as  defined  by  Congress." 

It  is  our  view  that  recapitalization  under  the  Adninistration 
plan  will  serve  the  public  interest.   This  plan,  which  w«  support 
fully,  is  just  one  exaaple  of  the  self-help  programs  that  the 
thrift  industry  and  the  Federal  Home  Loan  Bank  SysCen  have 
pursued.   There  are  nany  other  examples  of  these  self-help 
efforts  that  are  in  effect.   He  have  already  talked  about  the 
issue  of  forbearances  that  are,  in  practicality,  In  existence, 
and  these  are  certainly  one  way  that  the  System  is  helping  itself 
within  the  parameters  that  are  available.   There  also  have  been  a 
large  number  of  regulatory  approaches  adopted  by  the  Fedecal  Home 
Loan  Bank  Board,  again  to  help  the  Industry  through  difficult 
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ti>as  in  ord*c  to  ■aintain  sound  and  profitable  opatatlona. 
Firm,  fail  and  consistent  regulation  ia  also  an  evident  £ar>  of 
self-help  froB  the  industry's  cegulatots. 

The  Federal  Bone  Loan  Bank  oC  Dallas  also  has  a  number  of  other 
facets  to  its  operations  in  addition  to  our  regulatory 
responsibilities.  The  President  and  Principal  Supervisory  Agent 
of  the  Dallas  Bank  aanages  both  the  banking  and  regulatory 
rsEponsibilitie*  of  our  organization.  From  the  banking  side,  we 
provide  substantial  support  to  the  industry,  using  the  lesouccsG 
of  the  Bank,  which  are  of  course,  the  resources  of  the  industry. 

One  aspect  of  our  System's  approach  is  to  ensure  that  an 
institution  does  not  default  on  an  obligation.  The  Federal  Home 
Loan  Bank  of  Dallas  has  been  advancing  funds  to  financially 
troubled  member  institutions,  carrying  out  our  mandate  as  a 

been  as  fully  secured  as  Is  our  normal  credit  practice.   In  these 
situations,  the  loans  have  been  guaranteed  by  the  FSLIC  as  well 
as  being  secured  by  collateral  the  institution  Is  able  to  pledge 
to  the  Bank.  The  Bank  has  been  called  upon  In  emergency 
situations  to  provide  credit,  which  we  have  readily  and  willingly 
done,  to  ensure  that  an  institution  does  not  have  to  face  a 
liquidity  problem.   Moreover,  for  those  institutions  that  have 

significant  withdrawals  because  of  adverse  publicity 
ler  factors,  the  Bank  has  had  coin  and  currency  ready  and 
ible  to  deliver,  a  capability  available  because  of  our 
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exittinq  corr**pond«nt  banking  talacianahlpa. 

It  ia  iaportant  to  racognlia  Chat  tha  Fadaral  ao«a  Loan  Bank  of 
luilas  ia  piivataly  ownad  by  the  thrift  inatitutiona  in  ouc 
district.  H*  hava  a  fiduciary  caaponaibility  to  our  atockholdcca 
to  >«nB9«  tha  Bank  profitably  and  piudantly.   in  taking  aoaa  of 
tbaaa  special  actiona  for  troubled  institutions  we  have  sad* 
daciaiona  'in  our  ccadit  and  banking  capacities  that  are  in  the 
public'a  interest  and  at  tha  aaae  tlae  increase  the  risk  exposure 
to  our  organisation.   It  ia  bacofting  increasingly  difficult  to 
keep  this  risk  within  appropriate  and  Manageable  limits.  Yat, 
■gain,  this  la  another  way  the  Federal  Boae  Loan  Bank  Systea  is 
able  to  help  tha  industry  help  itaelf. 

He  are  alao  developing  a  aerlea  of  other  Initiatives  to  aaaiat 
aeaber  inatitutiona  in  our  District  aalntain  liquidity  and 
raplaee  high  cost  funds  with  lower  cost  funds.   Two  of  thaae 
iDitiatlvea  are  in  the  early  stages  of  i«ple«entation  —  the 
*Ai-Kgant  Certificate  of  Depoelt  Prograa',  and  a  prograa  to 
attract  funds  froa  retail  cuatoaera  of  securities  dealers.   These 
pcoqiBBs  are  designed  to  provide  additional  aoucces  of  funds  Co 
Insolvent  and  other  targeted  institutions,  in  turn  reducing 
praasures  on  interest  rates  and  assisting  in  a  return  to  a  aore 
tciditlanal,  well-aanaged  operation.   These  prograaa  seek  to 
riplace  high-coat  volatile  funds  that  have  been  obtained  In  the 
national  aarketplace,  approaches  which  had  the  ispact  of  driving 
cttit   up  in  many  aarkats,  increasing  the  coat  of  funds  for 


Digitized  by  Google 


troubled  institutions  and,  ultiaately,  to  the  rSLIC. 

In  the  As-A^ent  Pioqrsa,  the  Pedecal  Boe  Loan  Bank  o£  Dallas 
acts  as  aqent  foe  stronger  ntiibecB,  placing  funds  of  those 
■BMbses  In  Insured  dapoalta  in  targeted,  troubled  Institutions. 
As  devised  by  the  Federal  Bone  Loan  Bank  of  Dallas,  and  approved 
by  the  Bank  Board,  the  Frogran's  purpose  is  to  invest  the  excess 
liquidity  of  financially  strong  neiibar  institutions  in 
financially  troubled  Institutions  in  the  Ninth  District  in  order 
to  provide  those  troubled  institutions  with  a  source  of 
reasonably  priced  deposit  liabilities.   This  prograa  is  being 
inplenented  at  this  tiae. 

The  other  progran  has  essentially  the  sane  goal  —  that  of  taking 
sooe  institutions  that  are  paying  well  above  Market  rates  out  of 
those  high  rate  aarkets.   The  focus  is  to  try  to  reduce  costs  to 
the  targeted  Institutions  and  in  turn  reduce  the  costs  to  the 
rSLiC,  costs  that  are  ultimately  borne  by  the  thrift  Industry 
itself.   The  prograa  features  securities  dealers  purchasing  a 
single,  large  certificate  of  deposit  or  a  series  of  deposits  in  a 
financially  troubled  institution  and  selling  the  certificates  of 
deposit  or  participations  therein,  in  insured  amounts,  to  their 
retail  custoners.   The  arrangement  is  backed  partially  by  a 
letter  of  credit  of  the  Federal  none  Loan  Bank  of  Dallas.   A 
slallar  program  is  also  being  lapleaented  In  the  Eleventh 
District.   If  these  programs  prove  successful  in  the  Ninth 
District,  we  would  expect  to  offer  this  program  nationwide  to 
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pcovida  naw  tourcvs  of  taaaonably  priced  funda  to  tcoublad 
institutlona  for  liquidity  purpo*aa,  and  to  aignlficancly  caduca 
the  coats  to  F8LIC  sa  It  rcaolvct  the  probleas  of  thoae 
inatitutiona  through  financial  assistance,  merger,  or  liquidation 
and  payout  of  insured  accounts.  Other  initiatives  being  studied 
to  achieve  these  goals  include  CD-backed  bonds  and  tha  use  of 
electronic  funds  CD  natwochs. 

He  also  view  as  very  iapottant  our  rasponsibillty  to  aalntain  an 
open  coannicatlon  system  with  our  aanber  Institution*.  One 
cacant  activity  of  tha  Dallas  Bank  was  a  series  of  six  Beatings 
to  which  all  Texas  savings  institutions  were  invited  to  have  one 
repraaentatlve  to  discusa  with  our  top  regulatory  staff  major 
iasues  of  concern  in  this  complex  environment.   During  this 
series  o£  meetings  we  distributed  an  questionnaire. 
Approximately  130  people  responded  without  identity.   Some  of 
those  results  should  be  intarastlng  to  this  Committee.   Whan 
asked  what  these  institutions'  overall  view  of  tha  fadacal  Home 
Loan  Bank  of  Dallas'  recent  regulatory  efforts  ware,  70  percent 
said  that  they  believed  that  their  institution's  views  and 
opinions  received  fair  consideration  by  the  staff  of  the  Bank  and 
74  percent  Indicated  that  they  thought  the  Bank's  regulatory 
approach  was  appropriate.   In  addition,  64  percent  believed  that 
the  press  did  not  accurately  portray  an  industry-wide  viewpoint 
of  overkill. 

Support  tor  a  recapitalization  measure  was  overwhelming  with  91 
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percent  of  the  respondents  favoctng  th«  n««d  foe  on*  o£  the 
self-help  prograa*  pcoposed.    when  asked  how  their  institution 
vould  be  changed  it  hopeleaaly  insolvent  thrifts  veie  resolved 
through  a  rsLiC-assisted  transaction,  91  percent  said  that  their 
net  bottom  line  results  would  be  iaprovad  or  unchanged. 

Koreovar,  when  asked  for  their  single  preference  for  a  regulatory 
approach  to  the  ease  o£  hopelessly  insolvent  thrifts,  76  percent 
said  that  thay  would  favor  a  paraanent  solution,  such  as  a 
financially  assisted  sale/aerger  or  a  liquidation;  this  compares 
to  16  percent  that  would  prefer  a  progroa  of  granting 
forbearances  and  8  percent  that  feel  a  holding  pattern/oanagenent 
consignMent  program  approach  would  be  the  desirable  solution. 

He  are  particularly  pleased  to  bring  these  Issues  to  your 
attention  in  this  forua.  The  Federal  Boae  Loan  Bank  of  Dallas 
features  both  banking  and  regulatory  functions;  one  of  the 

greatest  strengths  of  the  Federal  Home  Loan  Bank  System  is  that 
both  functions  are  centered  in  one  agency  and  as  a  result  an 
integrated  approach  to  resolving  industry  concerns  and  problems 
can  be  pursued  quickly  and  efficiently. 

The  Federal  Horm  Loan  Bank  System  is  truly  a  system  that  provides 
self-help  to  the  thrift  industry.   The  single  most  important 
action  the  Congress  of  the  United  States  can  take  at  this  time  Is 
to  pass  recapitalization  to  ensure  that  the  System  is  able  to 
continue  in  this  vein.   The  depositors  in  America's   federally 
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insuiad  aavingg  inatltutiona  daa«rv«  rapid  conalderatlon  of  thii 
aeaauc*  ao  that  out  nation'a  thrift  Induatry  aa  a  whole  vill  ba 
■bl«  to  continua  to  rsMaln  atcong  and  vaat  ita 
congrasslonally-Bandsted  caquicoentB  foe  providing  affocdabl* 
hoaa  ownarahlp  and  othec  coaaunity  aervicea. 
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MS.  CHAIRHftN  AND  MEMBERS  OF  THE  COMMITTEE: 

My  name  Is  W.  W.  McAllister  III,  Chief  Ezacutive  Officer  of 
San  Antonio  Savings,  a  $2.7   billion  dollac  institution 
haadquactaced  in  San  Antonio,  Texas.   I  am  Frasidant  of  the 
Taxes  Savings  and  Loan  Laagu*  and  also  teprssant  today  tha  U.S. 
Laagua  of  Savings  Institutions  where  I  chaired  the  Subcommittee 
on  Regional  Problems  as  part  of  a  task  force  on  current  issues 
confronting  tha  FSLIC.   The  complete  text  of  the  task  force 
report  vas  provided  to  tha  CommlCtea  on  January  21  when  I 
assisted  Mr.  Gacald  Levy  In  his  earlier  testimony  on  behalf  of 
tha  U.S.  League,  the  major  national  trade  association  for 
savings  institutions. 

Tha  Texas  Savings  and  Loan  League  is  comprised  of  270 
savings  and  loans  domiciled  in  the  State  of  Texas  with 
approximately  $97  billion  dollars  in  assets.   These  270 
Institutions  represent  over  3%  oC  the  total  assets  of  PSLIC 
insured  savings  institutions  in  tha  United  States. 

In  developing  an  understanding  of  conditions  in  Texas,  it 
is  constructive  to  reviev  economic  conditions  over  the  past 

The  need  for  forbearance  for  institutions  located  In  or 
holding  assets  originated  In  areas  experiencing  regional 
economic  problems  is  more  easily  understood  with  a  brief 
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ovsrviaw  of  changai  in  th*  Tsxaa  •conomy  in  the  past  Couc 
raara.  Tb*  indaz  that  most  dicactly  affects  landers  in  any 
regional  •conoitr'  ia  tha  growth  of  Jobs  and  «niploynent  tn  a 
particular  raqion.   Tha  Texas  EnployiMnt  Connission  in  its 
Taxam   I.«hflr  M»rh»h  Bavlaw  publish«s  figuras  leflsctinq  job 
growth  in  Texas  ov«r  tha  past  four  ysars  and  this  givas  a 
tramandoua  insight  into  what  has  takan  placa  within  tha  Taxas 
acononr-   During  tha  raars  1983,  19B4,  and  1985,  Texas  created 
144,900  Jobs,  314,800  Jobs,  and  64.100  Jabs  reapectlvaiy  (Sse 
Appendix).  During  19B6,  tha  state  of  Texas  had  a  nat  loss  of 
163,300  Jobs  or  2.5%  of  the  Job  base  In  the  entire  stats. 

It  has  recently  been  reported  that  Texas  and  Louisiana 
together  produced  14  of  the  25  higheat  metropolitan 
unemployment  rates  in  the  Nation  last  year  according  to  a 
Bureau  of  Labor  Statistics  report.   The  Texas  border  area  at 
KcAllen-Bdinburg-Hission,  ended  the  year  with  the  highest 
unemploynent  rate  in  the  Nation  '  20.3%,  or  one  in  five  of  the 
HorkfOEce  unemployed.   Odessa  ended  the  year  ulth  a  14.9% 
unemployment  rata,  Beaumont-Port  Arthur  ended  the  year  slightly 
better  with  a  rate  of  12.5%,  but  still  with  one  out  of  eight 
people  out  of  work. 

The  statistics  for  bank  failures  in  Texas  have  grown  at  a 
geometric  rate.   In  the  first  two  months  of  the  year,  tan  banks 
have  failed  in  Texas.   The  entire  financial  infrastructure  of 
the  state  is  in  danger. 
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Our  company  recently  took  over,  in  a  FSLIC-assisted 
transaction,  the  Magic  Valley  Savings  and  Loan  whose 
headquarters  in  Weslaco  were  in  the  sane  border  area  previously 
nientioned  of  KCAllen-Edinbucg-Misaion.  On  Friday,  February  20, 
federal  regulators  closed  the  First  national  Bank  of,,Weal8co 
containing  approximately  S70  million  tn  deposits  and  located 
acroaa  the  street  from  our  new  office.  The  FDIC  is  busily 
cutting  checks  to  pay  out  the  14,000  accounts  in  this 
institution  and  as  our  employees  look  out  the  door,  they  can 
see  the  lines  extending  half-way  around  the  block.   This  is  the 
second  failure  of  a  bank  in  Che  Texas  Rio  Grande  Valley  within 
the  past  few  months  since  Edinbuig  State  Bank  failed 
approximately  six  months  ago.  As  our  employees  have  talked  to 
these  people  In  the  lines,  the  frightening  thing  is  that  a 
number  of  them  have  lost  complete  faith  in  all  financial 
institutions  in  their  region.  The  point  I  am  trying  to  make  is 
that  few  things  are  more  alarming  in  an  already  precarious 
local  economy  than  the  residents'  loss  of  faith  in  their  own 
financial  institutions. 

Although  I  have  mentioned  only  Texas  and  Louisiana,  these 
States,  as  you  know,  are  hardly  alone  In  their  plight:  ttie 
terrible  distress  currently  plaguing  the  energy  and 
agricultural  sectors  has  wreaked  havoc  from  the  Rio  Grande  Co 
tbe  Canadian  border,  creating  regional  economic  conditions 
unrivaled  since  the  1930s. 
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Fortunatalr,  howcvsr,  thara  is  no  cradible  evidanc*  that  this 
dovntucn  is  othar  than  a  cyclical  phenomenon;  ana  would  ba 
Coolisb  In  tha  aztiana  to  writa  off  tha  aconomiaa  oC  the 
affactad  states,  which  ara  rich  In  huoiao  and  othac  rasoutcas. 

Likawisa,  It  would  be  foolish  for  the  FSLIC,  with  caspact 
to  its  supecTision  of  savings  institutions  sharing  in  such 
savace  but  temporary  cagional  economic  ptoblams.  to  fail  to 
adopt  policies  that  take  advantage  of  the  inevitability  of  a 
Barkat  rebound.   Undeniably,  there  are  Institutions  In  the 
states  in  question  that  are  dasd  or  dying  of  self-lnf llctad 
wounds.   Hevettheless.  It  Is  also  undeniable  that  there  ate  a 
great  many  Institutions  now  experiencing  financial  problems  in 
these  distressed  states  that  are  guilty  at   nothing  more  than 
failure  to  predict  tha  inherently  unpredictable,  and  that  have 
the  managerial  resources,  If  they  ara  given  the  time  to  use 
them  effectively,  to  work  their  way  out  of  their  current 
problems  and  greatly  reduce  tha  problem  caseload  and  resolution 
costs  of  the  FSLIC. 

Obviously,  It  Is  totally  in  the  interests  of  tha  FSLIC, 
given  its  financial  and  personnel  constraints,  not  to  put 
viable  institutions  out  of  business.   The  whale  thrust  of  our 
focbearance  concept  is  that  the  FSLIC  should  embark  upon  a 
policy  that  consciously  recognizes  its  own  self-interest  in 
this  regard,  and  focus  its  supervisory  energies  on  truly 
serious  cases,  while  accommodating  the  need  oE  well-run 
organizations  for  regulatory  patience  and  support  In  dealing 
with  severe  but  transitional  problems. 
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Of  coursa,  making  tha  judgments  central  to  an  e£fectiva 
foEbaaranc*  ptogram  will  be  very  challenging  for  the  relevant 
supervisocy  oCficiala.   I  am  confident,  however,  that  the  human 
talent  within,  and  obtalaable  by,  ouc  exantination  and 
supervisory  apparatus  is  such  that  the  job  can  be  done. 
Certainly,  the  job  performed  by  federal. and  state  regulators  in 
Texas  in  dealing  with  the  effects  of  deregulation  speaks  very 
highly  of  those  officials'  competence  and  determination.  There 
is  no  reason  to  assuma  that  they  would  not  be  equally 
successful  in  Implementing  a  policy  designed  to  evaluate 
institutions'  prospects,  not  just  on  the  basis  of  snapshot 
financial  data,  but  in  terms  of  managerial  quality  and  othec 
factors  equally  vital  to  organizational  viability. 

Let  me  stress  in  this  regard  that  the  recent  delegation  of 
the  FHLBB/FSLIC  examination  function  to  the  Federal  Home  Loan 
Banks,  which  freed  that  function  from  highly  counterproductive 
0KB  and  OPH  limitations,  has  placed  our  Federal  supervisors  in 
the  best  possible  structural  position,  from  a  pecsonnel 
standpoint,  to  deal  with  the  complex  demands  of  a  forbearance 
program — including  the  continuing  overall  need  to  make  swift 
and  effective  use  of  available  supervisory  tools  against  any 
entity  that  displays  "high  flier-  tendencies. 
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Haw«v«r,  I  tMlieve  bheira  aca  fundsrwntal  pcoblMis  with 
utilising  th«  azistinq  tagulatory  accounting  Eomat  in  dealing 
with  the  cuccant  aconontc  downturna.   Its  •nphasis  on  appraised 
7alues  lathar  than  GenaEally  Accepted  Accounting  Principles 
(GAAP)  in  eatabliahing  loss  cesetves  satvaa  only  to  exacarbate 
aziating  problems.  This  emphaala  force*  lenders  to  evaluate 
their  poctfolioa  aa  though  all  ptopettiaa  securing  troubled 
loana  would  be  instantly  llguidatad  in  the  present  depressed 
teal  estate  market,   in  the  real  world  it  is  unlikely  that  this 
kind  of  mass  disposition  would  actually  take  place,  aapecially 
in  currently  daprasaed  marketa  such  as  Houston,  since  1)  a  sale 
in  a  depressed  nacket  actually  naximizes  tha  loaa  incurred  by 
the  sallar  and  2}  auch  dispoaltlona  frequently  prove  literally 
Inipossible  since  a  significant  percentage  of  the  aama-  market 
segment  is  controlled  by  regulated  institutions.   Additionally, 
Me  are  concerned  tbat  even  if  such  mass  sales  ware  possible  by 
institutions  with  heavy  problam  asset  concantrationa  they  run 
the  risk  of  sparking  a  self 'fulfilling  round  of  further 
write-downs  (in  which  all  lenders  would  participate)  because  of 
an  Inability  of  the  market  to  absorb  all  the  properties  being 
auctioned  off  by  lenders. 


Digitized  by  Google 


whlla  ther«  may  b«  little  qussticn  that  appraised  value  is 
th*  appropriate  banchmarlc  Eor  purposes  of  underwrtciog  new 
cradits  or  for  chat  rnattat  dealing  with  isolatad  problmn  loaos/ 
I  balieva  it  is  counterproduetiva  as  a  basis  for  attampttn^  to 
deal  effectively  with  situations  such  as  those  facing  cartain 
segments  of  the  industry.   For  ezanipla,  . the  following  table 
shows  tha  substantial  differences  which  can  arise  between 
appraised  value  under  R'llb.  c,  or  now  d  and  tha  values  used 
for  GAAP  accounting  purposes.   In  this  'real-life'  example,  on 
which  the  League  will  be  happy  to  provide  additional  detail, 
tha  valuations  for  an  apaitmant  project  by  two  MAI  appcaisara 
(In  accordance  with  R-41b)  and  tha  association's  auditors 
showed  the  following  substantial  variations: 

VAUIXTinti    BV 

Original      Review         Auditors 
nwanrlptian  AoBraiaer     AoBraiser        fGAAPi 

Valuation  $19,600,000    S23,000.000      $27,176,000 
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These  difCarences  aclse  out  oC  CumJamentally  die£er«nt 
views  of  the  appropriate  hotixon  foe  valuing  the  undeilylng 
collateral.  An  B-41  appcalaal  asks  the  question,  'What  will 
the  property  bring  in  a  near-term  sale  In  today's  depressed 
market?"  Alternatively,  a  GAAP  Met  Realizable  Value  (HST) 
computation  addresses  the  question  of  whether  the  lander  will 
ultimately  recover  its  original  investment  In  the  property  plus 
Its  cost  of  carrying  the  property  until  the  market  recovers. 

For  example,  interest  expense  Is  freguently  the  largest 
single  carrying  cost  In  holding  income- producing  property. 
Consequently,  from  a  purely  economic  perspective,  financial 
institutions  are  the  logical  near-term  holders  of  such 
properties  since  they  generally  have  access  to  lower-cost  funds 
than  prospective  purchasers  of  distressed  properties  (».a . .   the 
seven-year  advance  rate  for  the  fhLB  of  Dallas  currently  stands 
at  7.96\).   This  fundamental  fact  is  the  theoretical  foundation 
for  the  use  of  NRV  valuations  for  GAAP  purposes.   In  essence 
the  theory  holds  that  the  profits  represented  by  the  difference 
between  an  institution's  cost  of  funds  and  the  rata  at  which  It 
could  lend  those  funds  are  future  earnings  which  should  be 
recognized  in  the  year  In  which  they  arise. 
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Consaqucntly,  if  the  cost:  of  nonay  is  B%  and  th«  current 
rata  on  loans  is  10%,  then  the  association  should  record  a  loss 
in  Che  current  period  only  if  it  will  fail  to  receive  at  least 
an  S%  return  over  the  projected  life  of  the  project,  i.e. . 
break  even  by  tacoveting  all  its  costs.  Alternatively,  a 
projected  failure  to  itia)ce  a  normal  profit  on  the  project  by 
receiving  a  return  in  excess  of  its  cost,  i.e.  mora  than  S\, 
would  reduce  profits  in  future  years  but  would  not  necessarily 
result  in  recording  a  loss  in  the  current  period. 

It  is  this  difference  that  produces  a  S27,47e,aoo  NRV 
valuation  for  GAAP  shown  in  the  above  example  (but  no  current 
loss  because  the  project  at  least  breaks  even  in  future 
periods)  as  opposed  to  a  valuation  of  somewhere  between 
$19,600,000  and  S23,aoo,000  by  the  HAI  appraisers  (which 
produces  a  current  loss  to  allow  for  a  'profit'  in  future 
periods) . 

In  the  current  environment  it  is  clear  that  the  hrv  model 
is  much  better  suited  to  helping  the  industry  regain  its 
financial  health  and  preserving  the  integrity  of  the  FSLIC 
since  the  appraisal  model  is  liquidation-oriented  while  the  HRV 
'  model  allows  a  longer-term  view  of  the  problem. 
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Afl  pointwl  out  in  th«  D.S.  Laagus's  rSLIC  task  focc« 
r«poct>  th*  purpose  Of  a  Eotbaarancs  progcan  is  to  allou 
lendoTs  in  laarkats  which  ai*  taBporacily  dapr*as*d  to  nalca 
rational  dttciaions  about  Managing  thalc  ptoblans  and  tharaby 
ninlmlsa  thait  losMS.  Expartnnca  has  rapaatadly  shown  that  in 
pariods  of  taoporarr  aeononic  dislocation  thosa  who  can  waathat 
the  storm  ara  th«  ultimata  wlnnars  slnca  tha  absorption  of 
InvantoElas  catutns  rantali  to  noraal  lavals  and  tha  valuas  of 
propattlas  aia  lastorad.  Unfortunataly,  tha  problaraa  craatad 
by  tha  cucrent  'Clra-aala*  caqulatoty  accounting  framawoEk  can 
bacoisa  a  salf-fulf tiling  prophacy  for  disastac. 

Paw  would  argu*  that  it  is  Inapptopciata  foe  tha  FSLIC  to 
b«  concatnad  with  tha  capital  adaquacy  of  Insucad  Institutions 
or  would  dany  that  assat  quality  is  an  important  Ingradiant  In 
assasaing  wliathac  an  institution  has  adaquate  net  worth. 
Howavar,  In  tha  currant  situation  various  componants  of  Cha 
raqulatory  framawock  hava  tha  affact  of  creating  a  downward 
spiral  to  insolvancy. 

Foe  asampla:   Asauma  an  institution  has  $100  million  in 
llabilitlBB  and  $3  mlllian  In  ragulatoty  capital.   In  1982  it 
mada  S6.4  million  in  apartment  loans  to  various  bortowees 
secured  by  collateral  with  an  appraised  value  of  $i   million 
resulting  in  a  loan  to  value  ratio  of  80^. 
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On  February  26.  the  Chairman  of  the  Federal  Home  Loan  Bank 
Board  anRouncad  that  the  Board  would  undertake  a  series  of 
initiatives  to  help  deal  with  the  problems  of  wall-manaQed 
Instltutione  in  areas  with  economic  difficulties.   In  general, 
the  public  statement  shows  svidenca  of  a  welcome  major  shift  In 
the  Chairman's  attitude  to  the  forbearance  issue  and,  if 
Implemented  properly,  could  cover  many  of  the  concerns 
addressed  by  H.R.  10G3,  the  statutory  forbearance  proposal  also 
on  the  table. 

in  particular,  we  welcome  Chairman  Gray's  stated  intention 
to  adopt  the  type  of  tirqetted  capital  forbearance  approach  put 
in  place  by  the  comnercial  bank  regulators  last  year  and  the 
Changes  in  the  asset  classification  regulation  that  make  it 
comparable  to  the  requirements  imposed  on  commercial  banks. 

However,  the  announced  program  falls  far  short  of  what  is 
needed  for  several  reasons.   First,  we  note  that  forbearance 
should  extend  to  significant  concentrations  of  assets  located 
In  regions  with  severe  temporary  difficulties  and  not  only  to 
institutions  located  therein.  Furthermore,  although  Chairman 
Gray  has  promised  study  of  the  Board's  appraisal  policies,  the 
proposed  R-41d  memorandum  remains  a  problem.  According  to  our 
current  Information,  it  is  not  intended  that  the  new  appraisal 
standard  would  adopt  the  cost  of  funds  Instead  of  an 
entrepreneurial  rate  as  the  discount  rate  for  projected  future 
cash  flows.  As  pointed  out  previously,  this  has  been  one  of 
the  major  complaints  with  the  rules  under  memoranda  It-41b  and 
B-4lc. 
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Thirdly,  th«  pcopoaal  doas  not  daal  with  tha  excessive 
writa-doHns  that  have  already  bean  requicad.   It  might  be 
possible  to  renkedy  this  situatioa  by  applying  a  cavlaad  aaaat 
claaaif icatlon  aystan  ratioactivaly  to  assets  that  had  been 
written  down  puisuaot  to  those  assets  being  placed  in  the 
so-called  *doubt£ul*  category  in  the  current  classif icstlon 
process.  A  ayatam  night  be  davised  so  that  an  institution 
could  apply  for  the  talnatatentant  oE  the  Cull  vslue  of  the 
Bssat  and  tha  aatablishroent  of  ganatal  loss  caaarves,  oc 
othatvise  adjust  tha  caccying  values.  We  certainly  think  that 
a  reasonable  amount  of  tettosctiva  application  would  be  needed 
to  cure  the  problama  already  cauaad  by  tha  cuccant  flawed 

Finally,  the  benefits  Of  the  changes  In  policy  depend 
crucially  on  how  they  are  implemented.   Foe  instance,  tha  Bank 
Board  Chalroan's  atataoent  ssys  that:   'Examiners,  and 
ultimately  supervisory  agents,  would  have  more  flexibility  in 
determining  whether  a  loss  exists  since  the  system  would  be 
lasa  appralsal-oriantad.' 

One  of  the  problema  with  this  approach  ia  that  mistakes  by 
examiners  in  being  too  lenient  are  likely  to  produce  little 
praise  for  tboae  axaniners  whereas  there  is  little  downside 
Eron  mistakes  made  In  balng  too  tough.   It  will  take  a  very 
strong  signal  from  the  top  to  overcome  this  natural  bias. 
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Indsed,  it  is  obvious  that  the  prograsg  w«  hava  made  to 
date  in  advancing  the  forbearance  concept  reflects  in  part  the 
growing  understanding  on  the  part  of  a  growing  number  of 
members  of  Congress  that  the  funding  legislation  Cor  the  FSLIC 
should  not  be  enacted  until  the  Board  adopts  an  acceptable 
program  for  dealing  with  the  problems  of  institutions  in 
depressed  economic  areaa  and  lainimising  FSLIC  outlays.  We 
endorse  that  viewpoint. 

tn  general,  we  would  prefer  that  the  problems  In  this  area 
be  dealt  with  at  the  regulatory  rather  than  at  the  statutory 
level.  However,  if  the  regulator  Is  not  Hilling  to  adopt 
appropriate  policies  and  measures,  tben  we  believe  it  is 
necessary  for  the  Congress  to  step  in  and  force  the  necessary 
changes . 

In  particular,  we  endorse  the  proposal  in  H.R.  1063  that  a 
thrift  institution  that  is  facing  difficulties  from  the 
depressed  state  of  a  local  real  estate  market  rather  than  from 
mismanagement  should  be  allowed  to  amortize  the  asset  losses 
arising  from  such  depressed  conditions  over  a  period  of  five  to 
ten  years.  He  note  that  the  amortization  of  losses  over  a 
period  of  up  to  20  years  is  currently  being  used  in  the  Farm 
Credit  System  and  that  similar  measures  for  amoritizing  losses 
on  agricultural  loans  over  similar  periods  have  been  proposed 
for  conmercial  banks  in  H.R.  1268  and  H.R.  1310. 
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wc  tMliftra  that  such  a  ayitan  can  ba  put  in  placa  while 
atill  guarding  against  mismanagttmant  and  fraud.   Foe  Instance, 
tiM  abilitr  to  us*  tha  aaiartisatloa  nathod  could  be  withheld 
tzom   inatitutlons  where  there  is  evidence  o£  salf-dealing, 
fraud,  Milllul  violations  of  laws  and  regulationa.  ezceaaiva 
growth  or  other  irresponsible  actions  on   tha  part  of  tha 
institution's  ownership,  nansgemeiit  or  board  of  directors. 

Sacondly,  a  cut-off  date  could  be  used  to  datermlna  which 
assets  ai*  eligible  for  the  amortitation  treatoant.   For 
instance,  only  assets  which  ware  put  on  the  boolcs  before  a 
certain  data  —  December  31,  1986  or  June  30,  1986.  foe 
instance  —  would  be  eligible.   In  addition,  any  rstioactiva 
application  of  the  loss  deferral  to  assets  chat  have  already 
been  written  down  would  be  a  capital  account  transaction,  with 
the  bewCits  not  being  allowed  to  flow  through  tha  income 
stataaMnt. 

Third,  the  deferral  of  losses  could  possibly  be  reflected 
only  on  reports  filed  with  the  Bank  Board.  Thus,  for  instance, 
publicly-traded  companies  would  not  be  allowed  to  show  tha  loss 
deferrals  on  financial  reports  supplied  to  stockholdari.  This 
is  not  to  say  that  this  limited  ability  to  use  the  losi 
deferral  would  not  b*  beneficial  to  qualified  publicly  traded 
companiai  since  it  could  very  wall  provide  public  auditors  soma 
naasure  of  coafort  in  giving  a  going-concern  opinion  to  such  an 
institution. 
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With  ths3«  safeguards,  we  believe  that  ttie  lass  d«Eerral 
legislation  would  give  well-managed  Institutions  a  chance  to 
wock  out  of  their  problems,  lessen  the  demands  on  the  FSLIC  and 
h«lp  preserve  the  financial  infrastructure  in  the  areas  of  the 
country  most  severely  effected  by  economic  depression.  At  the 
same  time,  it  would  not  diminish  the  ability  of  the  regulators 

isess  the  health  of  the  Institutions  Chey  supervise  since 
:he  program  would  not  hide  the  losses  on  the  institutions' 
books.  Instead,  the  losses  would  be  shown  on  the  balance  sheet 
then  be  expensed  over  the  allowed  amortization  period. 

In  suimary.  we  strongly  believe  that  a  program  to  buy  time 
well-managed  institutions  with  asset  holdings  in 
economically  depressed  areas  should  go  hand-in-hand  with  any 
lunding  program  for  the  FSLIC  and  that  the  Congress  should  not 
pass  any  funding  legislation  until  it  has  satisfied  itself  that 

necessary  reforms  and  forbearance  are  promulgated  and  will 
be  adhered  to  by  the  Federal  Home  Loan  Bank  Board.  Absent  that 
ance,  we  believe  the  Congress  should  chart  the  appropriate 
course  for  the  Bank  Board  to  Callow. 
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FBXRAL  HDME  LCMN  Bank  OF  DUIAS 


HonciTable  Femnul  J.  St  Gtniiiii 

iUylmni  HouHe  Office  Building 

IndEEsniEnce  Avraiiie  ud  South  Cipltol  Street,  SH 

Washington,  D.C. 

Dear  CongresBnan  St  Geisatn: 

As  requested  durinc  our  March  *,  1987  cestlwmy  before  tb«  U.S.  Hau»  of 
Sep  resent  at  Ives  Coimlttee  on  Banking,  Finance  and  Urb«a  Affalra,  SDhcowltt** 
on  Ftnsnctal  Institutions  Supenlslon,  BeguUtlon  and  Tnanrince,  the  folloulng 
Infotnatlon  la  sutmltted  for  insertion  In  the  officl»l  record. 
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i  J.  St  Banuln 


tnutni  19IZ  and  1913,  JLaaoclatlon  C  experienced  epieed  probleaa  ■■  ■ 
Taanlt  of  tlu  r  la  Ins  coit  of  funda  and  the  anbatandard  perfoniuice  of 
conatmctlon  loana  vhlcb  were  crutcd  for  tbe  developiwnt  of  muold  alngle 
faally  hooalnc.   Aa  Intereat  rates  declined,  the  Bale  of  auch  houBlng  untta 

coDtlnnea  to  exparienca  problena  aa  a  rcault  of  the  energy  orientation  of  the 
local  econoBr.  Such  problou  continue  deapite  the  excellent  BanaiencDt  of  the 
Inat  lent  ion.  Wa  beliara  that  our  dadaion  Co  forbear  waa  and  la  the 
appropriate  poatura  to  take  in  regulating  thla  Inatitutlon  and  that  it  wilt 
eventnall;  recorer  froa  Ita  preaant  probleaa. 


Aaaoclatlon  A  tl>4, 700,0 
Aaaoclatlon  B  tl44,6S0,0 
Aasoclatlon  C    i   11,6S0,0 


Lnforaatlon  be  required,  plea 


-^      /  Boil  C.  Vrean  \ 
To"'  ni^^t 

and  pflllclpal  Suparvlaory  Agent 


enclaanTCa 

A.  rinanclal  Information  Syatea-Asaocla 

B.  Financial  Infomatlon  SyateifAsaocla 

C.  Financial  information  Syateai-Aaaocla 

D.  Financial  Viability  Exaatnatlon  Syat 
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Kr.  Chalman  «nd  M«>b«ci  of  tha  SubcoMiltEa*  i 

U*  «r«  pl««aa4   Co  appaar  tcx^ay  to  discuss  your  proposad 
legislation    (H.R.    27)    'fadaral   Savings   and   loan   Insurance 
Corporation  Racapltalitatlon  Act  of   1987",    to  pcovida   soma 
obsarvations  about  the  conditions  that  hava  nada  cacapitaliiatior 
nacassary,   and  to  offer  our  views  on  sons  actions  tha  Conmittee 
should  consider  to  maintain  tha  financial  health  of  tha  savings 
and  loan  industry  and   tha  Federal  Savings  and  Loan  Insurance 
Corporation    (PSLtC)    fund. 

COHDITION   OF   THE   SftVIWGS    AND    LOAM    INPUSTRy 

Almost  from  the  time  of   its   inception   in    1934  until  about 
1979,   tha  savings  and   loan  industry  and  pSLIC  experienced 
relatively  Eaw  problans   in  comparison  to  today.     During   those  45 
years,    PSLIC   provided   assistance    to  only    124    institutions,    and    ir 
only    T3   cases   ware   a   savings   and    loan    (SsLI    association's 
problems  so  severe  that   It  was  necessary   to  close  the  insticutior 
and   pay    its    insured   depositors.      During   that   time,    the   thrift 
industry  operated    in   a   relatively   simple   environment    in   which 
deposits   generated   from   the   local   acanony   at    regulated    races   of 
interest   were    invested    in   traditional   home   mortgages. 


However,   beginning   in  the  late   1970'3,    tha  em 
changed   dramatically   as   resCrictions   on   deposit   rates   were 
progressively   lifted,    and   escalating   competition   Cor   deposit 
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resulted.      S&Ls   were    fotcail   to   pay   inccsasinaly   higher    interest 
rates   to   preserve   their   core   deposits,    while   at    Che   same   time 
being  encumbervd  with  low-yielding  loan  portfolios. 


Because  of   this   Interest-rate  spread,    thrifts  experienced 
large  operating  losses  and  capital  depletion,   which  many  sought 
to  correct   by  making   high-risk   investments   foe   higher   races   of 
return.      Since    1983,    FSLIC   has   observed   many  of   these 
institutions   encountering   problems   resulting    from  having   Co 
absorb  substantial    losses   on   those   high-risk    investments.      The 
outcome   has   been   an   alarming   number  of   S&L   failures.      From    1981 
to    1986,    111    5&Ls   were   merged   with   other    institutions   or 
liquidated;    and   the   number   of   insolvent   SSLs    [ usinq   qenerally 
accepted   accounting   principles)    increased   from    16    In    1980   to   44S 
as   of   September    1966. 


It    is   important   to  point  out,   however,   that  whereas  the 
large   number   of    failures   ani5    Insolvencies    is    alarming,    a 
.substantial   segment   of    the    industry    is   both   solvent   and 
profitable.      As   of   September    19B6,    the   latest    Information 
available,    about   SS   percent   of    FSLIC    insured   SSLs   were   solvent, 
while   only   15   percent   were   insolvent.      At   the   same   time,    about   i 
percent   of   SGLs   were   profitable,    earning    $6.9    billion  during    th< 
first   three   quarters   of    198fi,    while   the   unprofitable    20   percent 
segment    incurred   losses   of   SS   billion. 
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Dlg>r«Hlc«tlort   Into   Wontradltlonal   A««»t8 
Hai   S»g«g>lv  W«i)(Bn>rt   So—   StLg'    Portfolloi 

With   legislation   in   tti*  vccly   l9S0'a   liberalizing    tha   types 
of  actlvltiaa   in  which  StLa  could  pacticipata,  laany  StLa  bagan  to 
divacslfy  thair  assat  portlolios  away  froM  traditional 
rtaidantial  nortgaga  loans  and   into  other  activltiaai    including 
direct  inveatNant,    that  are  Ear  reaoved  froa  home  nortqaqe 
lending  activitiea.     Such   Invettnenta,   although  potentially  noce 
lacrativei   are  recoqnited  aa  inherently  nore  riaky. 

In    198S,    alter  having   observed   the  disastrous   consequences 
of  som   inscicucions  that  bejaae  heavily  involved   in  hloh-rlak 
equity   Investaienta   and    in   en  attempt   to   lixlt   the   industry's 
aipoauce  to  these  higher  risks,    the  Federal  Home  Loan  Bank  Board 
inplaaented  rules  to  require  atate-chartered  S(Ls  to  obtain  FSLIC 
approval  for  inveatments  that  would  cause  then  to  exceed  certain 
investaient'-to-assat  ratio  thresholds.     We  support  that  rule. 

Bowevert   because  of  the  asset  quality  problens   that  we  have 
observed  at  failed   institutional   we  are  concerned  that  some  S^Ls 
are  entering   into  arrangements  whlchi   whils   technically 
classified  as  loans,   still  carry  many  of  the  risks  associated 
with  equity  type   investments  but  do  not  require  eSLlC  approval. 
Let  me  briefly  discuss  some  of  the  activities  to  i^ich   I  an 
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Th«   following   chr*«  SbL  falluras   illustrat*  th«  kinda  of 
«»«t  daciradation  wa  hav*  obaacvad. 

Eaplrg   Savinqa   and    Loan 

In  Saptawbar   19B1,   E*plre  ba^an  landing  nonay  to   Invaatoea 
to  ftnanca  apaculatlva  acquisition  of  land.      Enpira  also  nada 
nany  constcuction   loans   Co  davalop  condominium  conMuniclai   in 

In  January   19S1,    Baplra's  aaaats   tocalad   $12  million;   by 
Dacaabac    1983,    its    assata  had  ^rown   to    S3IS   million.      On   Harcn 
M,    1984,    tha  Bank  Board  cloaad   Bafjira  dua   to   inaolvency.      Ac  .th« 
tiaa  of  cloaing,   Eapita  had   317  outstanding  construction   loansi 
almoat  all  of  which  war*  dalinquant.      It   also  had   658   loans   co 
invascors  usad   to   finance  tha  pucchas*  of   conpleCad,    but 
unoccupiadf   condoninlun  unlcs.     Moat  of   thasa   loans  wara  also 
dalinquant.      Losses  resulting   fro*  the   failure  of  Empire's 
borrowers   to  repay  the  loans  are   expected   to   exceed   S142  million, 
or   45   percent   of    the    book   value   of    Empire's    assets    at    Che    time   of 
its   closing. 

Bawarly  Hills   Savings  and   Loan  Association 

The  Beverly  Sills  Savings   and   Loan  Association/    In  Beverly 
Hills,   California,   was  another   thrift   that  attempted   to  shift   ici 
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poctfolio   from   traditional   hona-ownershlp   and   conaunar   Io«ns   to 
high-rlak   land   developmant,    commarcial,    and    industrial   vantures. 
In  only  two  yaarsi   Bavarly  Bills  tripled  its  asaat  sliai   from 
$834  million  at  th*  and  of   19B2  to  $2.9  billion  at   tha  and  of 
1994,  prinacily  through  raal  aitata  vanturas  and  othac 
nontraditional  activitias.     In  April   1985,    the  Bank  Board  cloaad 
tha  stata-chacterad  thrift  baeausa  of  Insolvency  and  reopened   it 
as   the   fedecally   chartered   Beverly  Hills   Federal   Savings   and 

To  obtain   a   racurn   high   enough   to   cover    interest   costs   on 
tha  deposits  used   to  finance  its  explosive  growth,   Beverly  Hills 
sought   inv*stiaants  providing  higher  yields  than  thosa  provided  by 
traditional  oiortgaaa  landing  activities,  with  a  consaquant 
increase    in   the   risk  o£   loss.      These   Invastmants    included    real 
estate,    both  davalopnent   and   operating   properties   which   were   held 
directly  oc  through  joirit  ventures;   construction  loans;   and  high- 
yield,    low-investment-grade   bonds   often   ratarred   to   as    "junk 

First  South  Savings  and   Loan  Association 

Tha  Bank  Board  closed  First  South  Savings  and  Loan  of  Pine 
Bluff,  Arkansas,  in  December  1936  because  of  insolvency.  About 
IS  months  before  its  closing.  First  South  managanant  embarked  on 
an   expansion  program,    selling   most  of   its   traditional 
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eollat*ralis*d  real  cstrnt*  «nd  eoBBcrciml   loana  and  othac 
aackacabla  assets   to  obtain  cash  which   it   than   *lant*   foe  highly 
apaeulativa  projacta  throughout  tba  nation.     Nhan  PSLIC  took 
07«r,   about  S900  Billion,   or  64  paccant  of  Plttc  South'* 
SI. 4   billion   portfolio,   waa    In   ipaculativa    invastaanti.      Most  of 
thas*   loans  waca   In  daCault  and  wara  outslda  tha  Arkanaas  narkat. 
In  contrast,   only  about  9  parcant  of   First  South'a  loans  wara   for 
rasidantial  ■ortqMSS. 

To  add   to  First  South's  problaas.    Its  lending  actlvicias 
wara   concantratad   in   loans   to   13   borroxars  who  ownod  or 
controllad  ovar   50  parcant  of   Pirst   South's  stock.     Tha  bulk  of 
First  South's  laan  loasaa  wars  attributabla   to  such   loana,   which 
cmprliSad  aora   than  40  parcant  of   First  South's  unsaeurad. 
COOMSCCial.    and    co>Batcial    raal    astaCa    loans. 

Insolgant,   Onprof Itabla  StLi  Contlnua  To  Qparata 

Although  a  nunbar  of   StLs  ara   Insolvant.   or   naaily 
insolvant.   and   unprof icabla,    thay  contlnua   to  oparata.     At 
Saptaabar  30,    1936,   of   the  445  oparatlng   StU   that  had  a  GAAP   nat 
■orth  of   laro  or   lass,   297  wara  unprof itabla.      In  addition, 
•nothar   59B   institutions  had   a  GAAP  nat  worth  of  batwaan  0   and  3 
parcant,    and   19B  of   thaaa  wara  unprof Itabla. 
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In.  an  attempt  to  prasarva  FSLIC's  raaourcea,  ttia  Bank  Board 
has  baan  forced  to  allow  these  S&Ls  to  oparace  even  though  many 
may  navar  cagaln  aalvenpy  or  profitability.  F5LIC  ha«  also  had 
to  provide  a  lubstantlal  anount  of  assistance  to  troubled 
institutions  in  the  fotn  of  loans,  contributions,  and  n*t  worth 
or  Incoma  capital  certificates,  or  various  combinations  thereof. 
Since  1961,  PSLIC  has  us«d  these  «ypes  of  assistance  extensively 
and,  as  of  December  31,  1936,  has  provided  S6.9  billion  through 
these  various  types  of   'open  assistance*  programs. 

Delay  Increases  Oltlmate  Resolution  Casts 

Delaying  necessary  regulatory  actions.    Including  closures 
where  warranted,  only  Increases  the  ultimate  cost  of  resolving 
the   industry's  problems.      PSLtC's  costs  to  liquidate  failed  S(Ls 
have  risen  from  relatively  negligible  amounts   in  the   197a's  to  37 
cents  per  dollar  of   acquired   assets    in    1982   to   50   cents    in    t9S6. 
In  the  early  19B0's,    the  problem  facing  the  industry  was 
Interest-rate  spread.     Civen  the  prospect  chat   interest  rates 
would  decline,  delay  was  not  unreasonable.     Today,  however,   the 
majority  of   current   cases   requiring   PSLIC   action   are   asset 
quality  problems  rather  than   Interest-rate  spread  problems. 
Asset  quality  problems  are  potentially  mora  dangerous  to  the 
Insurance  fund  than  are  interast-rats  spread  problems  and  can  ba 
more  difficult  to  deal  with.     A  single  large  defaulting  asset 
could  quickly  wipe  out  an  institution's  entire  net  worth. 
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Mor*evttr>   in  contrast   to   lnt*rast-rat*  spraad  ptoblaaa  which 
ijiprova  whan   Inflation  daclinea,    an  SiL  with  asBat  quality 
problans   is   lasa   llkaly  to  cecovar  aiaiply  froM  a  ratucn   to 
aconoaic  proaparity,   aspacially  whan   inflation  also   aubaldaa. 

In  ganacal,   wa  hava   aaan  that  aaaat  quality  problama  ata 
both   less  pcadlctsbla  and  moca   coatly   to  tha   inauranca   fund   than 
intaraat-rata  apraad  pcobleaa.      Paraavaranc*    la  no  vlrtua   for   an 
Institution  with  poor  cradit   rlska,    bad  asaats,    and  a  worsaninq 
insolvancy  problaN.      rurtharnora,   dalay  has   two   Inuaadiata  and 
obvioua   coats.      First,    evary  dollar  of    continuing    lossas   by  an 
insolvent   thrift  adda  to   PSLIC'a  coat   and  creataa  a  growing 
inbalanca  bacwaan   tha   llabilltlaa   for  which   FSLIC   Is   rasponslbla 
and   tha  assats    It  muat  nanaga  at   tha   tima  of  easa   raaolutlon. 
Industry  data  show  that   tha   thrifts   In   rSLlC's   alcinlflcant 
suparviaory  caaeload  «r«   loalng   $6  million  a  day,   or   S2.2  billion 
*  yaar.      Secondly,   according   to  tha  Bank  Board,    insolvei 
ara  bidding   up  deposit   rataa,   not  only   Cor   tbaaiaelvaa   bi 
for  healthy   Instltotlons   as  well.     Thus,    the  cost  of   funds   1 
tha  whole   Industry   la   raised,   which  results    In  sliaiaier  profit 
narqins  or   larger   losses.     Tha  aolvant   and  profitable   sector, 
therefoce.    Is   balng   hurt   by  ?SLlC's  continued    inability   to 
adequately  address   the  problens   of   the   troubled   sector. 
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IMPACT   OH    PSLIC'S    FIMAMCIAL   STABILITY 

The  Intarast  rat«  spirals  of  cha  aarly  1980's  and  th«  severt 
asset  quality  problems  that  have  since  sucCaced  have  cesulted  In 
a  growing  number  o£  S£L  Insolvencies  oc  near  insolvencies.  This 
situation  has  had  a  devastating  impact  on  PSLIC's  caseload  of 
problem  SiLs/  FSLIC'a  future  coats,  and  on  its  ability  to  resolve 
them.  The  Federal  Hone  Loan  Bank  Board's  Significant  Supervisory 
Institutions  caseload  includes  362  institutions  with  assets  of 
SI03   billion. 

FSLIC's   insurance   fund   has   steadily  declined   during   the    last 
5  years  Crom  $6.3  billion  in   1981,    to  a  deficit  position   in    1986. 
As  part  of  our  audit  of  FSLIC's  calendar  year    1986   financial 
statements,   we  have  preliminarily  detamined   that  FSLIC  needs  to 
establish  a  contingent   liability   In  the  range  of  SS  billion  to 
handle   cases   that   wiXi   require   action    in   the   near    future.      When 
this   amount    is  deducted    from   PSLIC's   reserves,    FSLIC  would   have   a 
deficit   of   over   $3   billion   as   of    the   end   of    19SS.      Clearly,    such 
a  fund  balance  cannot  handle  the  real   liability  FSLIC  now  faces. 

During   the    1981    to  1386  period,    FSLIC  Incurred  expenses   for 
insurance  settlements  and   interest  on  notes  payable  to  Insured 
InsclEutions   amounting    to   $643   million,    while   spendina   $3    billion 
to  provide  assistance  under  contribution  agreements  related  to 
assisted   mergers   and   acquisitions.      These   expenditures   have   not 
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only  adv«ca*ly  affcetad   PSLIC'a  r«a*cv*s  but  hav*  also  eausad  a 
■•vara  daclina   In   lea  liquidity.     Aa  of  Dacanbar  31,    19B6,    rSLIC 
had   about   $4,0  billion   In  cash   and  othar   liquid   aiaats,   but   It 
had   notaa  and   account*  payabla  to   Insutad   inatitutiona  of 
$5,0  billion.     Host  of   thaaa  payablaa   ara  hald  by   Institution!   in 
PSLIC's  Managamant  Consignnant  Pcogcaa   (HC?1   and   by  da   novo 
Padacal  Mutual  Associations  that   aMargad   tEOK  partially  rasolvad 
asaat  backad  transtars   (ABT).     To  conplataly  rasolva   tha  HCP  and 
ABT  caaaa  fill  raqulca   PSLIC   to  sail   tha*  to  or  narge   then  with 
an  sdaquataly  capitalizad   acquiror  and   to   raplace   Che   notaa  with 
cash   that   PSLIC  doaa   not  cucrantly  hava. 

In    1986,    PSLIC   actad   on   only   about   half   of    its    serious 
casaa.      Durinq   tha   sama   tiaa.    Ita  sarioua  caaa  list  doublad   in 
siia.     At  DacanibBr  31,    193Si   PSLIC   had   93  caaas   involving  SirLs 
that   it   considarad   to  ba   in  sarioua   financial   troubla.     Ona  yaar 
latar,    tha   list  virtually  doublad   to   163.     Of   the   93  eaaaa   as  of 
DeCBBbar   19B5,   FSLIC  waa   abla   to  act  on  only  49  during   1986— -9 
ware  placad   into  tha  Hanagamant  Conaignmant  Program  and  nay 
require  additional   action   in  tha  near   tutura,    23  ware  acquirad   by 
or  necgad  with  othar   Institutions   that  nay  later  require 
•aaistanca,   and   17   ware  cloaad.      Porty-aix  of   the   inatitutiona  on 
tha  Dacanbar   1985   liat  ware   atill   on  FSLIC's   list  at   the  and  of 
198C. 
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During  1986,  dramatic  inccaasas  ware  avident  in  savaral 
aspects  of  PSLIC's  astistancc  progcams.  Specifically,  team   198S 


'  ctt*  nuBbtr  of  institutions  FSLIC  closed  incceaaed  fcom  1 


■  the  cose  of  liquidations  increased  fron  S981  nlllii 
S3  billion. 


FSLIC  S    elf 

S2.5 

Blllic 

assi 

stance 

S6.9 

billic 

I  from  S4.8  billii 


In  summary,   fSLIC's  reserves  for  dealing  with  such  problems 
have  steadily  declined  and,   with  the  additional   loss  provision 
expected   to   be   necessary,    FSLIC  will   be    in   a   deficit   position. 
This  decline,   coupled  with  fSLIC's  sharply  hiciher  and 
increasingly  expensive  caseload,   illustrates  the  urgent  need   to 
Infuse  new  funds  into  the  Corporation.     According  to  a  recent 
statement  by  the  Chatrnan  of  the  Bank  Board,  FSLIC  will  need 
S23.5   billion   to   resolve   known   and   borderline   cases   requiring 
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REGUIATORY   ACTIOWS   TAKEM  TO   RESOLVE    PROBLEMS 

Sine*  tha  problMS   In  tha  SkL   Industry   Clrat   b«caiM  publicly 
recognisad   in  tha  aarly   1980'a,   tha  Bank  Board  and   FSLIC  hava 
•xpariMantad  with  axortad  ragulatory   tachniquBB,   auch   aa 
relaxing  accounting   tragulationSt    to  postpona   casolucion  of   chcM. 
Theaa   ragulatory  changas  did   provlda  braathlng   apaca,   anabllng 
90IH   Instltutiona  •xpariancing   Lntarast-raca   apcaad   ptoblania  to 
racovar.     Bowavar,    tha  changai   alao  eontrlbutad   to  pamittlnq 
othar  S«La  tim   to  angaga   in   impcudant  and   apaculativa 
aetlvltlas.     Varioua   induitry  groups   ara   now  proposing   further 
rule  changes   and   a   forbearance  ptogran  aa   a   further   atteMpt   to 
prop  up  the   falling   aegnent  of   the   induatry.      I  would   like   to 
briefly  discuss  both  of   these  ptoposals. 

Further  Accounting  Rule  Chances  Will  Wot   Solve  Problewa 

In  1981  and  1983,  aa  a  response  to  problems  in  the  S&L 
induatryi  regulatory  accounting  prlnciplea  (RA?)  were  ralaxad  to 
allow  StLs  tlM  to  work  out  prohlen  loans  and  other  poor  quality 
assets.  Various  groups  are  now  proposing  changas  that  would 
again  weaken  accounting  and  reporting  procaduras.  We  oppose  any 
such  changes  and  Clraly  balleva  that  S«Ls  should  follow  generally 
accepted   accounting   principles    (GAAP). 
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Ralaxing   the   accounting   and   axternal   taportlng   rules   of 
depository   institutions   raaults    In  a  misleading   picture   of   the 
true  financLal  condition  oC  tha   Institutions  and  does  not  solva 
tha  economic  problans  in  tha  Industry.     Although  w*  do  not  tatc«. 
issue  with  tha  nead   for  Institutions  to  work  out  acceptable 
recovery  programsi  we  believe  that  accounting  and   financial 
reporting   should   tamaln   neutral   and   not   becotne   part  of   tha 
mechanism  to  deal  with  troubled   institutions  or  their  problen 
debt.     The  Congrassi   regulatorst    Investorsi    and   the  tienecal 
DubliCi    all  need  clear  and  accurate  reportlngr    In  accordance  with 
GAAP,   to  males  the  best  decisions  oossible   in  response  to  the 
magnitude  of  the  problems  that  StLs   face. 

One   proposal   put   forth    is   to   allow  S&Ls    to   amortize   loan 
losses  over  a  period  of  up  to  20  years   instead  of  recognising 
then  in  the  period  actually  incurred,  as  required  by  GAAP. 
Although  this  practice  would   improve  tha  appearance  of  an  StL's 
financial  positioni    it   is  not  a  trua  picture  because  It  does  not 
reflect   the  total  cost  of  operations. 

We  oppose   chat   proposal   as   we  did   when   similar   legislation 
was  proposed  for  the  Parm  Credit  System.     On  October  6,    1986,    the 
Comptroller  General  wrote  to  the  Chairman,   House  Committee  on 
Agriculture,    voicing   his   concern  over   the   farm   Credit   System 
proposal.      Specifically,    the   Comptroller  General   noted    that   such 
a   proposal   would   hide    the   very   serious    financial   problems   that 
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the  Industry  Cac*a.  Although  ch«  currant  pcoposal  may  hava 
sboct-cam  aalutary  affacta  on  tha  Stl^   Einancial  conditian,  tha 
shoct-tarm  banaCits  vlll  ba  tar  oucwaighad  by  tha  long-tarm  costa 
of  faillnq  to  daal  with  financial  problama  In  a  diract  and 
forcaful  xannar.  The  dangac  of  auch  action  la  chat  ragulacora 
and  others  May  begin' believing  the  fiction  that  Is  craatad, 
whichr  in  turn,  will  alow  if  not  halt  afforta  toward  raCor*.  A 
copy  of  our  latter  la  attached  foe  tha  racord. 

Anotbar  propoaal  suggests  wlde-apraad  use  of  the  principle 
•spouted  in  Financial  Accounting  Standards  Board  Stacanant  tto.  1S 
(FASB  IS),  'Accounting  by  Debtors  and  Creditors  for  Troubled  Debt 
Rastructuclnq,'  to  account  for  problem  loans.   FASB  1S  la  a  much 
misunderstood  accounting  principle.   Its  proponents  hava  often 
erroneously  asauNed  that  FASB  IS  would  allow  stLs  to  avoid  loan 
loss  recognition  on  raacructured  loans  to  a  greater  degree  Chan 
actually  allowad  by  chat  principle.   Although  wa  do  not  disagree 
with  the  need  to  occasionally  restructure  loans  to  minimize 
losses,  application  of  FASB  15  doea  not  allow  SSLs  to  avoid 
loseea.  Under  another  generally  accepted  accounting  principle, 
FASB  5,  'Accounting  for  Contingencies i*  management  and  Its 
auditors  ace  responsible  tor  fairly  reporting  the  value  of 
assets,  including  restructured  loans,  by  properly  accounting  for 
uncollectible  amounts.  To  tha  extant  chat  portions  cf  the 
restructured  loans  are  not  considered  likely  to  be  collected. 
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undec  FASB  5,   a  E«s*rve  Muat  be  established  for  t,h«  uncoll*ctibl* 
ano  tints. 

A  sacond  point  to  not*  is  that  FASB  ts   La  a  ralatlvaly 
liberal   accounting   principle   that   does   not   cagulre   a   reduction   in 
the  cacrying  ainount  oE  the  loan  unless  future  cash  receipts  will 
b*  less   than  th«  recorded   Investment   in  the  loan,   even   though  by 
restructuring  loans,   an  SbL  can  incur  a  substantial   loss  in 
future   periods.      To   illusccate  our  point,    suppose   an   S&L   has   a 
$10   million   loan   repayable   in    1   year   with    interest   at    10   percent. 
The  S&L  could  modify  the  loan  terns  so  that  the  loan  is  repayable 
in   10  annual   installments  of  SI  million  with  no   interest.     Under 
PASB   IS,    the  StL  would  recognize  no  loss  because  the  510  million 
to  be  repaid  equals  the  S10  million  investment   in  the  loan. 
Clearly,   however,    the  StL  will  not  earn  the  Si  million   in 
interest   that  would  have  otherwise  been  paid,   and   it  has   lost  the 
difference   between   the   value  of   the   $10   million   originally   to   be 
collected  at  the  end  of  the  year  and  the  reduced  value  of 
$10  milion  collected  over   10  years.     Of  course,   as  noted,    FASB  5 
would  still  require  the  auditors  to  evaluate  whether   the    10 
payments   are  collectible   or   not.    and  nake   appropriate   reserves    if 
they  are  not  expected   to  be  collectible. 

Unfortunately,  we  believe,  and  other  work  we  have  done 
shows,  that  StLs  have  been  far  too  slow  in  recognizing  the 
uncollectible  portion  of   their   lean   portfolios.      Thus,    to   appear 
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CO  •noouraga  a  IHmeiI  u>«  of  accounting  -calmt   rtlatad  to  dabt 
reaeructurlncii  without  acknowladginq  the  ralacad  nttad  to   continu* 
to  avaluat*  eoUactlbility  and  taka  approptiata  vtitadownii  just 
exacarbatea  the  probl«a.  Thla  also  puta  enonaoua  pcesaura  on 
public  auditoca  who  aea  ttying  to  aaauta  proper  financial 
rapoEting  to  cha  investing  public  and  to  dapositors. 

In  conjunction  with  thasa  pEoposalSt  another  proposal  has 
been  put  forth  to  allow  S(Ls  to  include  loan  loss  reserves  as 
part  o£  RAP  nac  worth.  As  of  Septanber  19S6,  industry  net  worth 
on  a  RAP  basis  was  4,S6  pareanc,  while  net  worth  on  a  GAAP  basis 
was  3.61  parcant.   Due  to  cha  alraady  wide  disparity  between  GAAP 
and  RAP  nat  '<rorth,  and  because  we  believe  accounting  inCorination 
should  be  reported  in  accordance  with  GAAP  to  provide  a  true 
picture  of  an  entity's  financial  position,  wa  do  not  thinh  a 
proposal  to  Eurthar  increase  cha  disparity  batwaan  GAAP  and  RA? 
nat  worth  would  be  wisa. 

Capital  Porbaaranca 

In  the  past  several  weeka,  a  number  of  propoaals  have  bean 
nada  for  the  Bank  Board  to  adopt  a  policy  of  capital  forbearance 
aa  a  form  of  ragulacory  relief  lor  SSLs  experiencing  problems. 
In  a  press  ralaasa  on  February  26,  1987,  the  Chairman  of  the  Bank 
Board  iasued  a  sCaCenent  announcing  a  capital  forbearance  policy 
for  Cha  savings  and  loan  industry.   The  Bank  Board's  announcement 
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noted  that   Ita  CortMsranca  policy  would  b*  closely  pattarned 
aCter  eh*  conmarclal  banking  raaulaEory  aqencies'    forbearance 
program   tor   dealing   with   agricultural   and   energy  banks.      In 
considering   the  Bank  Board's  pcogran>    it   is   Important   to 
understand  spaciilcally  how  forbearance  la  applied   in  comnerclal 
banking   and    to   not*  what    it   does   and   does   not   do^ 


In  March    1386.,   the  Federal  Deposit   Insurance  Corpocation 
(FDIC)    and   the  Office  of   the  Controller   of   the   Currency    (OCC) 
announced  a  policy,   conmonly  referred  to  as  capital   forbearance, 
which   defers,    in   specified   circumstances,    normal   regulatory 
action   against   well-managed,   viable    institutions   whose   net   worth 
fall  below  the  normal   regulatory  requirements.      Essentially,    the 
commercial   bank   forbearance   policy  permits   we 1 1 -managed 
institutions  that  have  experienced  declines   in  their  primary 
capital  ratios  below  the  customary  5.S-percent  requirement,    and 
that  have  mat  the  other  requirements  of  the  program,    to  continue 
operating   without   the   normal   regulatory   actions.      The   capital 
forbearance  program,    as   practiced    in   the   banking    industry,    is 
primarily   intended   to   provide   a   temporary   moratorium   for   well- 
managed  banks  with  sufficient  capital   to  absorb  loan  losses  and 
with  reasonable  prospects  for  recovery  to  rebuild  their  capital 
reserves.      It   is  clearly  not  a  program  designed   to  prop  up  poorly 
run  or  insolvent  institutions,  or   to  mask  or  minimize  financial 
problems.      Instead,   because  participating  banks  whose  capital 
ratios   fall   below   normal    regulatory   requirements   can   operate 
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without  taar  of  closur*,   on*  of   tha  banafits  axpactad  of   tha 
progcBM  la  to  provida  thaa  with  an   Ineantlva   to  prowptly 
cacognlia   loaaaa  arising   In  thaic   loan  portfolios. 

Tha  prograa  la  prlnarlly  targatad  for  institutions  with  a 
(ubstantial  portion  of  thalr  portfolios  in  agrlcultura.  oilr  ov 
•nar^y   loans.     Othar  kay  taaturas  of  tha  prograM  are  as   Collows. 

—  na  progran   is   availabltf   only  upon   banking   eagulators' 
approval!    to   institutions  whosa  capital   ratios  dacllna 
fro>  tha  astablishad   S.S-parcant   raqulranant   to 
4-parcant.      Excaptlons  can  ba  qrantad   to  otharwlse   sound 
Institutions  with   lowar  capital   ratios.      For  exanplsr 
PDIC  may  parait  participation  by   an   institution  with  a 
3-p«rcant   ratio    If    it   has   good   prospects    for    achieving   a 
♦-percent   ratio  within   12  iionths. 

—  Tha   institution's  weakened  capital   position  generally 
>ust  have  resulted   froM  external  problems   In   tha 
agricultural  1  olli   and  gas   sectors  of   tha  aconony,   not 
fron  such  factors   as  poor  managaBent.    high  operating 
costs,   or  excessive  dividends. 

—  Participating    institutions  nust  provide   a   reasonable   plan 
for  restoring  capital   to  required  mlninuns  by  January 
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1993  and  miMt  fil«  annual  raports  on  thair  prograas  Ln 
Bchiaving  theic  plana. 

Clearly,    the  coramaccial  banking  aupacvlsory  agencies  have  adopted 
a   saleccive   approach   to  capital   tocbearancvr    targeting    it   toward 
institutions  with  good  chancaa  of  achlavln^  stcangthanad 
Cinancial  poaltlona.     The  program   is  dafinicaly  not  intandad   to 
Icaep  insolvant  banks   in  business.     To  illustrate,   as  of 
Decenber  31,    1986,   FDIC  has  approvad  applications  of  33 
institutions,    while   disapproving   those  of   27    institutions   seeking 
capital   forbaarsnca  generally  because  fDIC  did  not  think  they 

W«   recognize   that   a   slnllar   policy  □£   capital    forhaarance 
night   be   a   useful   regulatory   tool    for    che   savings   and    loan 
industry.      The   Bank   Board's   newly   announced   plan,   however, 
differs    from   chat   usad   by   the   comnarcial   banking   regulators    in 
one   major   respect   which   causes   us   concern.      The   Bank  Board 
targats   eligibility   for  partlcipscion    in   the   program   to 
institutions  with  regulatory  net  worth  as  low  as  one  half  of  one 
percent,    as  opposed   to  the  4-percant  raqulramant  for  commercial 
banking.     We  think  this  proposal   is  too  liberal.     In  our  view, 
the  Bank  Board's  capital   forbearance  program  should  not   be 
significantly   less   stringent   than   that   practiced   by   the 
commercial   banklno    industry.      Any  actions   by   either    thrift   or 
banking    industry   regulators   that   confer   a   competitive   advantage 
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on  on«  of   thaaa   induatrias  at  the  «zp«ns«  of   cha  othar 
potantl&lly  waakan  both  and,   aa  a   raault,    Incraaaa  tha  tadaral 
govaciuHnt'a  ovacall  daposit   Inaucanca  rlak  axpoeuEa. 

GAP  AHXLYSIS  OF  RECAPITALIZATION   PROPOSAL 

Ha  hava  cacantly  caaiplata<1   an  analysis  of   cha  Traasury/PHLBB 
proposal   to  racapltallza   PSLIC  and   aca  ralaaaing   our   raport 
(aAO/GGD-BT-46BR)    to   tha  ComlttBa  at   thia  time.     Tharafora,    I 
would   just  lika  to  suMiariia  our   findings   and  conclusions. 

Claarly.   PSLIC   naads  additional   funds   to   rasolva  the   large 
backlog  of    Insolvant  and   unprotlcabla  StLs   that  continue   to 
operate.     With   its   insurance   fund   rapidly  declining  and   in  a 
deficit   position,    and   with    its    aubscancial   decrease    in    liquidity, 
without    racapitaliiation   PSLIC   will    ba   unable    to    k»«p   ics   head 
above  uater.   let   alona   resolve  caaas  of   falling   Instltutiona. 
Purthanaora,    PSLIC's   inability  to  deal  with   tha  problems   facing 
the  S«L  Industry  has   had  a  datrinantal  affect  on  public 
confidanca   In  tha  entire   thrift   Industry.     This   lack  of 
conCidenca  has   caused   S(Ls   to  pay   increasing   interest   rates  on 
daposltSi    which   nay    result    in   even  higher    future    resolution   costs 
to  PSLIC.      noraover,   this   lack  of  confidence   is   readily  apparent 
when  comparing   tha  deposit  nix  of   solvent   Institutions  with   those 
of   insolvent   Institutions.      Insured  dapoaits  make  up   a  much 
larger  percentage  of  deposits   in   insolvent   institutions   Chan  thay 
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do  In  solvent  insticutions.     Sine*  FSLIC  muat  pay  off   inaurad 
dspositors   whsn   an   SSL   la   liquidated,    its   costs   nay   be  much 
higher  Because  of  this  disparity. 

While  wa  did  not  attempt  to  detemln*  whether  the 
$25   billion   to   S30   billion  proposed    In   th«   Trsaaury/FHLBB   plan    is 
adequate   to   tlnanca   the   resolution   of   known   problems,    our 
previous   work,   knowledge   of   the   condition  of   the   industry,    and 
the   Bank   Board's  own   analyses   suggest   that   a   snaller   amount   would 
b«  too  little.      In  our  analysis,   we  therefote  assumed   chat  to  be 
successful,    the   plan  must   be   able   to   raiae   at   least   S2S   billion 
In  the  next   5  years. 

Our   analysis   shows   that   the   Trsasury/FHLBB   proposal   can 
raise  $25  billion  over  5  years  without  depleting  the   fund's 
reserves   as   long   as   PSLIC's   income   Is   augmented   eichsr   by 
continuing  special  premium  assessments,  which  ars  phased  out  over 
5  years  under  the  proposal,  or  by  receipts   from  sales  of  assets 
acquired   through  liquidations.     Ws  wish  to  emphasize  that   this 
solution,    however,   virtually   preempts   FSLIC's   future    income 
stream   to   deal   with   current   problems.      Accordingly,    if   the 
Industry  were  to  suffer  significant  further  declines— •slther  Erom 
imprudent  management  at  Individual   Institutions  or  from  adverse 
economic  condltions~FSLIC  would  not  have  funds  available  to  deal 
with   the   consequences.      Given   the   Inherent   i 
assessing    future   economic:   conditions,    and   Che   < 
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to   turthar   libcrAllza  eagulatory  quidaltnaa.    tha  amarganca  oC 
furthar   probleia    is    a  dsEinlta   poiiltiLlity.      Tharatoca.    tha 
Conceals   ihould   racoqnlza   that  anactoiant  of   this   laglslation  will 
not   nacessarily  peacluda   tha  na*d   far  an  additional   Infusion  of 
capital  at   soMa   futuira   ttiia.     Dasplta  thaaa   consLdacatlona,   wa  do 
not  opposa  anactnant  of  R.R.   27   bacausa  of   tha  urgancy  wa  attach 
tQ  tha  naad   for  FSLIC  to  pronptly  daal  with   iti   invantoey  of 
failad   and   tailing   inatltutiona.      Dalay  can  only   inctaasa   tha 
pcoblam — and   incraasa  tha   likallhood   for  a  furthar   loss  of   public 
confidanca   in  tha   industry. 

In    ita  dalibaraciona  on   racapitalization,    howevBt ,    we 
balieva    tha   Congrass    Should   also  considar   raquirinq    FSLIC   to 
Unit   tha    Industry's   ability   to   antac    into  high-risk    Lnvastnants 
and   loans.     Hhsn   thaaa  high-risk  ventucas   fail — as  many  have  and 
will  probably  continue   to  do — FSLIC  and   the  profitable   sector  of 
the   Industry  are   left   to  pay   the   bill.     Wa  do  not   believa   the 
Conqrass  envisioned   that   FSLIC  would   be   insuring   S(Ls   invaating 
in  high-risk  activities   to   tha  exclusion  of   traditional 
residential  nortgages   to  the  degree   some   S&Ls   have.      In 
developing   recapitalization,    this  Comnittee  has   an  opportunity 
both    to   provide    the    funding    FSLIC   desperately  needs    now  and    to 
require  FSLIC   to  taka  action   that  will   reduce   the  potential   that 
recapitalization  will    be   required    again   at   some    future    time. 
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Wa   beliava    the   Congrass   should    «lso   addrass    tha    following    in 

ting    up   tha    F3LIC   racapitalization   plan. 

—  Ensuring   congrasslonal  raviaw  and  ovaraight  of   the 
FHLBB's  and  PSLIC'a  plans   and   actlona,    and   providing  aon* 
control  mactianisma   if   tha  ovaraight  procaas   raports 
negative   findings; 

—  Providing  a  means  to  ensure  that  sufficient  funds  will  ba 
available  to  pay  tha  debt  service  If  FSLIC  pramlun  incoraa 
is    Inadequate ;    and 

—  Strengthening  regulations  and  oversight  to  reduce  the 
spaculativa-typa  activities  that  have  caaulted  In  tha 
severe   asset   quality   problems  of    the    industry's   troubled 


He.    Chairman,    this   concludes   c 
I  will    be   pleased    to   respond    to   any  questions    you   may  have. 
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ATTACHMENT    1  ATTACHMENT    I 


be  far  outweighed  by  the   long-term  coits  of   failing   to  deal 
with  financial   problenit   in  ■  direct   and   forceful   manner.      The 
danger  here,   ai   thare,    it  that   Syttcm- of f icials  vill   begin 
believing  the  fiction  that    ia  created,    which,    in  turn,    will 


■low  if  not  halt  efforts  at   reforit. 
Sinctrely  your* 


Charles  A.  Bowstier 
Coir.pcroUer  General 
of    tne   United    States 
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inaolvvnt  under  9«n«r«llY  accepted  accounting  peinctple* 
[GAAP).     TheBe   Inaolvant   Institutions  hsld   9112.7  billion 
iR  ssssts  «nd  w«rs   losing  aonsy   at  the   rata  of  ovar  S5 
billion   a  yaaE.      Tha   PHLBB  has  astinatad   tha  currant  cost 
to  FSLIC  oC  raaolvlng  already  recognised  problaa 
institutions  at  $23.5   billion. 

Quick  and  decisive  action   la   needed   IE   PSLIC   is   to 
protect    itself   froa  aven  greater   losses   In   the   future, 
nnforcunataly.    tAe  condition   of   FSLIC's  reserves 
virCually  precludes   its   taking   any  action   at   tha  present 
time.      Against   this   background   there  has   been  much 
discussion   in  the   industryi   Congress,   and   the   press  about 
the  need   to  strengthen  FSLIC   and   to   recapitalise   the 
insurance   fund. 

The  Treasury  and  PRLBB  have  presented  to  Congress  * 
proposal   that  would  provide  approslaately  $25  billion 
over  5  years   for  case  resolutions  by  FSLIC— $15   billion 
borrowed   fro*   the  capital   markets   and   about   $10   billion 
frOB  various  aourcaa  of  fSLIC   income.     Tha   borrowing 
Nould   be  done   by  a  Financing   Corporation   (PC),    funded   by 
a  S3   billion   contribution    from   the    Federal    Hobs   Loan 
District   Banks        This  contribution  would  be   used   to 
purchase   zero  coupon   bonds   In   aaounts   and  maturities  to 
guarantee   trepayAant  of   the  principal  of   the   FC's 
borrowings.      The  debt  service  would   be  paid   by  all 
FSLlC-insured   institutions   through  a  dollar-for-dollar 
reallocation   to  tha  FC  of   their  FSLIC   insurance  preniun 
payisents. 

Officials  at  Treasury  have  said   that   two  primary 
dateminants  of   the   recapitalization  plan's  structure 
ware    (1)    the  plan  had   to  be   financed  by  the   industry  and 
(3)    there  should  be   no  affect  on   tha   federal   budget 
deficit.      Elimination  of  one  or   both  of   these   two 
criteria  would  expand   tha   financing  options   available   to 
rescue  FSLIC.      For  axample,    it   would  be   simplar   and   less 
expensive   IE  FSLIC  were   to  borrow  the   needed   funds 
directly   from  Treasury,   and  rely  on   Industry 
financing   to   repay  the   loan   through   a  combination  of  a  $3 
billion  coi^tribuclon   from  tha   FHLBanks  and  a   radltectlon 
of   a  portion  of   FSLIC's   future   Income   stream.     Such  a 
plan,   however,   would   increase   the  budget  deficit  by  $15 
billion  as   the  ooney  was   spent   to  resolve   FSLIC  cases. 

In   this   report,   we  examine   the  Treasury/FHLBB  plan's 
ability  Co  make  available   to  FSLIC   Che   full   925  billion 
proposed.     He  also  discuss   some  of  the  costs   and .benefits 
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of  adopcLn?  this  plan.      In  otd«r  to  t«at  th«  plan's 
Ceasibllity.   w«  davalopad  a  nodal   that  allowad  ua  co 
slaulata  its  opecatloita  undar  a  vaclaty  ot  assumptions 
about  condltiona   in   the  economy  and   the   industry. 

Our  model  suggests   that  the  PC  should  be  able  to  borrow 
the  proposed  $15  billion,  given  reasonable  assumptions 
about   intarest  rates  and,  given  an  assumption  that  the 
industry  does  not  deteriorate  significantly  over  the 
plan's   5-yaar  period.      However,    the   full  910  billion  that 
Is   to  be  made  available   feon  FSLIC'a  normal  receipts  can 
only  be  achieved   If   there  is  income  beyond   that  derived 
feoffl  regular  insurance  premiums  and   from  investment 
income  earned  on  the   Insurance  fund's  assets. 

FSLIC  expects  to  receive  a  substantial  cash  flow  from  the 
sale  of  assets  acquired  through  the  liquidation  or  merger 
of  failed  institutions.     The  Pedetal  Asset  Disposition 
Association   (PADA)   was  created  by  FSLIC  for  the  purpose 
of  managing  and  disposing  of  thesa  assets.     However,   if 
the  cash  flow  from  the  sale  of  nonper forming  assets  does 
not  materialize  or  if  it  is   Insufficient,    it  may  be 
liacesssry  to  continue  collecting  all  or  part  of  the 
special   Insurance  assessment  currently  paid  by 
FSLIC-lnsured   Institutions    in  addition  to  their  regular 
premium.     With  sufficient  additional   FSLIC  income  from 
either  of  these  sources,   the  Treasury/PBLBB  plan  can 
provide  the  full  325  billion  for  FSLIC  case  resolutions 
over  the  5-year  period. 

Provision  of  a  large  sum  of  money   In  a  fairly  short 
period   is  the  greatest  advantage  of   the  proposal.     Hlth 
these  funds,   FSLIC  should  be  able  to  deal  with  many 
problem  institutions  that  are  now,  of  necessity,    being 
ignored.     By  doing  so,   FSLIC  should  reduce   future  costs, 
both   for  the  industry  and  for  the   Insurance  fund . 

The  recapitalization  proposal  does,  however,  have  a  majoe 
cost  attached.     The  true  measure  of   this  cost  may  not  be 
in  money  terms,   but   In  reduced   fleslblllty  for  FSLIC  in 
the  years  after  the  5-year  plan  is  conplated.     By 
borrowing  a  large  sum  of  money  for  the   resolution  of 
curcent  problems,    the  plan  capitalises  FSLIC's  future 
income  stream  in  much   ths  same  way  that  an  individual 
can  capitalize  his  future  earnings  In  order  to  get  enough 
money  now  to  buy  a  house. 

Borrowing  now.  however,  means  less  money  will  be 
available  later  for  FSLIC  needs.      In   fact,   several  of  our 
simulations  show  that  virtually  all  regular  premium 
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iHCoai   will  b»  iMadcd.to  pay  th«  debt  aacrlc*  on  ttM  rc'« 
borrowiogs  by  tha  and  oC   tha   9-yaar  plan  and   for  aoaa 
yaara  bayond.      This  auggasts   that  aft«r   tb«  925  billion 
b«s   baan  spant     fSLIC   a   ability   to  deal  vlth  problaaa 
that  hava  not  y«t   surfaced  or,    ind«ed,   with   thoaa 
currently  idantifiad   it  tbair   resolution  coBta  ara 
understated,   will  ba  aavaraly  constrained       Na  do  not.    In 
thia  raport,   addraaa   tha  question  of   whether  329   billion 
la  anough  to   9olv«   the  peobleas   facing   PSLIC.     -Tha 
rttcapltaliiation  plan  will   not,   bowavar,   laava  PSLIC  with 
■any   resources   to  aeec  additional  daaand*  onca  tha  S29 
billion  haa  baan  spant. 

Ma   have  parCorsad   financial   audies  of  PSLIC.   conducted 
evaluation*  oC   the  financial  condition  of   the   induaecy, 
and   studied   tha   iaplicatiana   for  market   structure  and 
risk  of   the  deregulation  of  depositocy   institutions 
for    a    number   oE    years.      On    the    basis   of    that   work   wa 
Mould    like   to  offer   the   following  observations  on  action* 
Cbac  need   to   be   considered   in   conjunction  with 
Eacapitaliiing   PSLIC  to  better   assure   that  the  problea* 
of   the  past  do  not   repeat  themselves. 

First,   wa  barliav*  that   the  Treasury/PBLBB  plan  as 
presented  does  not   include  sufficient  oversight  by 
Congress.     Any  plan  for  PSLIC  rscspl tali sat ion   finally 
accepted  by  Congress  should   include  provisions  foe 
oversight  of   both   the   plana  and   the  actions  of   the  PflLBB 
«nd   the   PSLIC   to  ensure   that   tha   funds  are  being 
effectively  and  appropriately  spant. 

Furtheraore,   to  batter  ensure   that  pcoblaas   aiailar   to 
tbose  now  existing   in   the   industry  and  PSLIC  do  not   recur 
in    tha    future,    close  «za>inacion    and    Supervision    is 
essential    to  detect    and    control   «a   early  aa   possible   both 
fraud  and  regulatory  noncoapltance.      In   this  rsgard,    it 
»ay  also  be  helpful   to   reexaame   the  Bank  Board's 
ragulationa   to  ensure   that   speculative  and   risky 
activities  not  appropriate  or  desirable   for   institutions 
with    federal   deposit    Insurance    are    prohibited.      Moreovsr, 
as   the   backlog  of   ?SLIC  probleaa  is  reduced,    it  m»y  be 
advisable   to  reezaaine   tb*  policy  dcteralning   when  PSLIC 
action  should  be   initiated  to   close   pcoblea 
Institutions       To  the  extant   -hat   institutions  engage   in 
excesaivaly  risky  activities  because   they  are   insolvent 
.md  have  nochiog  to   lose,   earlier  f6LtC  action*  say 
reduce   the   incidence  of   such  bshsvlor  and   the   resulting 
cost  to  the   iasurance  fuod. 
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Moat  of  the  thrifts  now  r«c«ivin9  FSLIC  attention  h«v» 
serioua  asaat  quality  problana.     To  a  large  astantf   tliaaa 
bad  aas«ta  ara  likaly  to  ba  th«  and  rasult  of  riaky  and 
speculativa  actlona  by  tba  falling  institutions.     What   Is 
unclaar   fron  tha  avidanca  available  to  us  Is  the  sequence 
of  the  relstionahip  between  tha  firm's  activities  and  ita 
financial  condition.     Tbat  is,   we  do  not  know  if  the 
thrifts  became  insolvent  and  then  engaged  in  high  risk 
activities  in  an  attempt  to  return   to  profitability  and 
paaitiva  net  worth,  or  whether  healthy  institutions 
engaged   in  risky  activities  and  the  losers  became 
Insolvent.     It  may  be  that  both  situations  era  occurring 
simultaneously  in  tha   industry.     Hhila   tha  policy 
prescriptions  for  these  two  scenarios  are  quite 
diffarant,  tha  regulatory  actions  suggested  above  would 
work  to  control  both. 

The  Treasury  and  tha  Bank  Board  have  ae«n  this  report, 
although  at  the  request  of  the  Chairman  of   the  Houae 
Commltcaa  on  Banking,   Finance  and   urban  Affairs  we  did 
not  obtain  their  official  comments   in  order  that  the 
report  could  be  made  available  mora  quickly.     Neither 
Treasury  nor  the  Bank  Board  had 'any  substantive 
disagreements  with  tbe  report. 

Copies  of  this  report  will  be  distributed  to  Interested 
partias.  Any  questions  you  may  have  can  be  addraaaad  to 
ne  at    (202)   273-60S9  or  Craig  Simmons  at   (202)    275-8678. 
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U?BRDIX    I  APPENDIX    I 


THB  PgLIC  aaCAPITALIlATIOM   PLUM 

In  Bld-ISSe   th«  F«d«ral  Bon*  Loan  BanK  Board   [FHLBB)   and  cIm 
D.8.'  Traaaury  praaenced    a   plan   to  Congress    that  was  d«algn«d    to 
provlda  additional    reserves   to  tha   Padaral  Savings   and  Loan 
Inaurwic*   Corporation   (PSLIC).      This   naa  oonw    to  ba  known  as   P3LIC 
caeapltaltzation.     The  Bank  Board  has   estlMated   that  FSLIC  naads 
$23.5   billion  or   mors  in  ordac   to  daal  with   tha  known  problans   in 
tha  thrift   industry.      In   taaclMony  baCoro   tha   Housa  BanXlng 
Coavlttaa  on  January  21,   1987,   tha  Chainun  of  tha  rHLBB 
(Tastiaony,   Bouaa  Banking  Coaaittaa,    t/2I/8T]    indleatad   that   tba 
primary  cesarvas  of  tha  insucanca  fund  wars  only  $1.9  billion  at 
that  ti»a. 

Tha  Traasury/PHLBB  plan  passad  both  houses  of  Congress   last 
yaac    in   two   soaawbat  dtfterant  varsiona  but  was  not  adopted    into 
law  bacausa  of  controirarsial   and   unrelated   amendaents.      It  was 
easubaittad   in   tha   1987  aassion,    and  hearings   on   tha   issue   are 
'lulng   in   tha  Bouse  and  Senate  Banking  Coauittaes, 

The  proposed  recapitalisation  plan  atteapts  to  satisfy 


— the  plan  needs 
tha  known   indut 

PSLIC  racapitalisatlon  attempts  to  satisfy  these  objectives 
by  cooblning  PSLIC  incoaa  froM  insurance  pranlusis  and   InvasUMnts, 
substantial  contcibutions  of  aonay  fron  the  Federal  Hoaw  Loan 
Banks   (PHLBanks],  and  long-tam  borrowing  In  the  capital  markets 
In  order   to  calsa  $25   to  $30  billion  over  5  years.     In  attact,   tha 
plan   is   designed    to  capitaliie  FSLIC's   future  earnings  stream, 
providing   funds   needed   now  that  will  enable    FSLIC    to  deal  quickly 
with    the  most   iBoediate  problesis   in   tha    industry,    thereby 
arresting   its  exposure  to  future   losses  fro*  its  coveted  caseload. 

OBJECTIVES,    SCOPE,    AND  HETHODOLOGY 

The   Tr-easury/FHLBB  plan  does    appaar    to   satisfy  tha   first   two 
objectives,    requiring   no  public    funds   and   being   neutral    in   its 
budget  effect.      Our   primary   tocae   in   this   report,    therefore,    is  on 
whether    the   plan   can   realistically  provide   as  auch  money  aa    it 
proposes.      We  do  not  hare  addresa   the  question  of  whether   $25 
billion    Is   a   reasonable  astiaata  of  what    Is   needed    to  deal   with 
the    industry's  problem.      Bowaver,    on   tha   basis  of  our  previous 
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work  and  out  knowlad^*  oC  Ch*  condtcion  of  th*  industry,  w«  do  not 
ballav*  that  S2S  billion  ov«cst«t«a  th*  axtant  of  th*  probl«ii 
facing  PSLtC. 

Our  objacCiv*  was  to  •xaain*  the  PSLIC  recapitalization  plan 
and  to  test  Its  ability  to  raise  the  contemplated  S25  billion  ovsr 
5  yeara  Cor  the  insucance  fund   He  used  a  computer  simulation 
model  to  test  the  sensiclvity  of  Che  plan  to  changes  in  aconoalc 
assumptions  about  interest  rates,  the  growth  of  Insured  dapoaits 
and  the  availability  of  additional  sources  of  Incone  to  FSLIC> 
Alternative  scenarios  wore  testad  individually  and  In  varioua 
combinations  to  evaluate  Che  conditions  under  which  the 
raeapitalliation  plan  could  be  expected  to  work.   (A  d*tall«d 
discussion  of  th*  almulatlona  and  their  raaulta  ia  prBS*nt*d  In 
app.  III.) 

tnforaation  uaad  In  our  analyala  waa  collactad  froM  a  nuRb*r 
of  aoucees.   Data  on  the  condition  of  tha  industry  In  th*  third 
quartar  of  I9B6  war*  exttactad  frov  our  data  base  of  industry 
financial  stateaenta.   Thaaa  data  ara  providad  to  us  by  th*  Bank 
Board  fcOB  quarterly  reports  filed  by  thrift  InatlCutlons  with 
tha  PHtiBB.   Ha  have  not  verified  tha  data'  provided  by  th«  Bank 
Board.   Any  errors  that  nay  have  occurred  in  the  preparation  of 
Che  financial  stacemencs  or  thaic  transcription  to  conputerized 
data  tiles  have  not  been  corractad  by  us.   H*  have  diseussad  th* 
recapitalization  plan  and  the  condition  of  th*  Industry  with 
officials  at  the  Treasury,  FBLBB,  and  FSLIC. 

THE  HECBAHISM  OF  FSLlC  RECAPITALIZATIOM 

Crucial  to  the  workings  of  the  rscapi tali cation  plan  Is  th* 
Financing  Corporation  {FC].  Th*  FC  would  b*  created  by  the 
legislation  Co  act  as  th*  int*ni*diary  b*tw**n  th*  Federal  Hchb* 
Loan  Banks  and  FSLIC  and  b*twa*n  th*  capital  Markets  and  Che 
PSLIC-insurad  thrifts. 

The  FHLBanks'  contribution 
to  recapitalization 

AS  proposed  in  tha  legislation,  FSLIC  cecapltslizaCion  begins 
with  a  contribution  by  th*  Padaral  Hoae  Loan  Banks  bo  the  FC  of  up 
to  S3  billion  ov*r  a  S-y*ar  parlod.  This  itoney  would  b*  taken 
from  Che  legal  reserve  of  Ch*  FHLBanka,  wich  each  Bank 
conCribucing  approxiinaCely  its  pro  rata  share  based  on  tha  total 
volume  of  industry  deposits  h*ld  by  the  FSLIC-insured  aembars  In 
Its  district. 

Host  of  tha  reaervas  of  tha  FBLSank  systaa  ar*  coapciaad  of 
the  paid-in  stock  o£  th*  BSBber  inscltuCions.   Tha  Banks  are 
r«qulr*d,  In  addition,  to  s*t  aside  20  percent  of  each  year's  n*t 
Incon*  in  a  lagal  reserve.  The  FHLBank  contribution  to  th*  PC  is 
to  b*  taken  only  from  th*  accumulatad  funds  in  Che  legal  rasarv*. 
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At  ch*  end  of  1986,  rHUutk  funds  availabl*  for  contribution  from 
th«  Icqal  E«s«rv«  to  th«  PC  tot«l*d  about  $3.2  billion,  up  fcon 
St. 8  billion  at  tha  and  of  1985.   Tha  Treaaury  and  tha  Banic  Board 
ballsve  thae  tba  FHLBanka  could  caltnquiah  thaaa  funda,  togathar 
witb  lutuca  catalnad  aatnlnga  up  to  a  total  o(  $3  billion,  without 
pcajudlcing  tba  atability  oE  tha  PHLBank  syatan.  Aa  a  raault. 
thay  ballava  that  contributing  to  tha  PC  vould  not  raiaa  tha  eoata 
•■sociatad  with  the  PBLBanka'  ragular  borrowing  activity. 

Tba  PC  will  than  borrow  up  to  f15  billion  by  aalling 
long-tara  bonds  with  naturitias  of  20  to  30  years.   Thasa 
borrowings  aca  also  to  t«ka  placa  over  S  years  with  appEOKiaataly 
•qual  a«ounts  to  ba  borrowed  aach  year.   The  proceeds  will  b« 
glvan  to  PSLIC  to  use  for  resolving  problan  inscicutions  In  the 
industry.   In  return,  PSLIC  will  give  tha  PC  up  to  $3  billion  in 
non-Toting  capital  stock  (equal  to  the  FBLBanks'  contribution  to 
the  PC)  togethac  with  non-redeemable  capital  cartlEieatas  in 
•xchsnge  foe  the  reaainder  of  the  funda  racalvad. 


PBLBanka  Pinanclnq  Corp. 

-3  billloQ  to  PC 


-SIS  billion  to  PSLIC 

Aa  a  result,  PSLIC  will  have  over  tha  naxt  S  years  SIS  billion  in 
Cunds  that  were  not  previously  available  to  use  for  case 
resolutions.   At  the  same  tiaa,  the  FC  has  S3  billion  left  froa 
Its  total  cash  inflow  of  S13  billion.  This  S3  billion  is  an 
Important  slenent  in  the  repayaant  sechaniaB,  aa  will  ba  dlscussad 
later  in  this  appandix. 

The  FSLIC  cPnCrlBution  to  tecapitalliat  ton 

Under  the  raeapltaliiation  plan  aa  proposed,  PSLIC  would 
raeeive  an  average  of  S3  billion  par  year  for  5  years  fcon  the 
PC.   Both  FBLBB  and  Treasury  aay  that  tha  plan  can  provide  up  to 
$2S  billion  or  sore  for  FSLIC  caaa  resolution.   The  additional  510 
billion,  or  SZ  billion  per  year  for  5  years,  is  to  cone  from  PSLIC 
incoiia.  There  are  three  prinary  aourees  of  Incoaa  to 
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PSLIC— Insurance  premiuns  assessed  on  insured  Institutions,' 
investaent  Incona  from  aarning  assets  held  aa  reseirvea,  and 
cevenues   csaliisd   from   the   sale  of  nonpecfocning  asaets   acquired 

through  the  Beirgec  oc  liquidation  oC  failed  institutions. 

FSLIC  is  authoriaed  to  charge  a  regular  insurance  preniua 
equal  to  one-twelfth  of  1  percent  at  the  deposits  of  Insured 
institutions.      In  -addition  to  the   regular  pcealua,   FSLIC  can   also 
charge  special   preniums  which  Bay  not  exceed  one-eighth  of   1 
percent  of   total   deposits  in  any  year.      Such  special  asseaaments 
have   been   levied   for   the   last   2  years.      Part  of   the 
recapitalisation  plan  presented  last  year   to  Congress  Mould 
Involve  a  phase-out  of  the  special  assessaant  over  a  S-yaar  period 
from   ISSB    through   1992,   unless   the   Bank  Board  determines   that 
severe  pressures  on   FSLIC   necessitate   its  contlnuatlan, 

PSLIC  also  earns  lAvestment  Incone  on  its  reserves.     At  the 
end  of  I9BG,  FSLIC  had  about  $3.0  billion  in  earning  assets.     This 
anount  was,  however     down  from  $6.\  billion  at  the  end  of  I99S. 
Given   the  need   for  S3L1C  to  maintain   liquidity  and  avoid  risk, 
these  assets  can   be  expected   to  earn  at  rates   conparabls  to   thoss 
on  shore-tern  Treasury  securities. 

Plnally,   FSLIC   should   realize   aone   caah   flow  Eron   the   sale   of 
nonperformlng   asaets   acquired   through   the   liquidation  and  iierger 
of   failed    institutions.      At   the   end  of   I9B6,   FSLIC  held  claims 
against   assets  held   in   receiverships   totaling   about  $12   billion. 
Currently,    it   is   eatliaated   that  only  about   $5   billion,   or   42 
percent,  will  ultinately  be  collected. 

Doping   Co   improve  on   this  performance,    the   Bank  Board,    In 
Hoveaber   1985,   chartered  a  wholly-owned   association  under  section 
406  of   the  National  Housing  Act  for   the  purpose   of  managing   and, 
ultimately,   disposing  of  nonperformlng  assets   held   in  FSLIC 
receiverships.      This  organlz-atlon,   known  aa    the  Federal  Asset 
Disposition  Asaociation     FACa   ,   waa   capitalized  by   FSLIC  with   $25 
nilllon   and   by   the   end  of   1996   was   responsible   for  managing 
approximately   $3   billion   in   nonperformlng   assets.      Honey  realised 
from  the   sale  of   acquired  assets  could  provide   an   important   future 
source  of  cash  for  the  FSLIC  fund.     Bowever,   the  actual  level  of 
expected  receipts  from  asset  realisations  is  difficult  to  predict. 


'The  actual  amount  of  income  P3LIC  will  receive  from  premiums 
depends  on   the  FC's  debt   service  payments   that  are   to  be  deduct* 
from  premium   Income   and  on   the  growth   rate  of   insured  deposits. 
It  deposits   don't  grow,    for  esample,   because  healthy   inscitutior 
convert   to   PDIC   insurance,    then   FSLIC's   future     premium  income 
will  not  grow. 
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H«pay— nt 

It  Is  aipactad  that  th«  citca  $3  billion  held  by  cha  PC  abov* 

its  contelbution  to  P3LIC  will  provida  cha  basis  for  tha  capayiMnt 
of  tha  rC's  dabti   as  wall  as   cha  nacasaary  saoiirlty  to  enabla   tha 
PC  to  borcow  at  low  raCas  tn   Cha  caplCal  naekacs.     As   cha  PC 
borrowa.    It  will    us*   cn«   extra  noney  to  pucchasa   saco  coupon  bonds 
in  MaturiCias  aatching   thosa  of   Its  liorirowLflga,    and    In 
danoMinatlona  yuch  that  at  iiaturity  tha   face  value  plus  acccuad 
Intaresc  will  axacCly  pay  off   Cha   total   principal  dua  on   Cha 
dabt.     At  present      It   is  anvliionad    chac   up    co   ;2.2   billion  of   tha 
FBLBanks'    conciribucion   wilt   ba   spant   in   this   fashion.     Thus,    cha 
PC's   cepaynenc  of   peincLpal    is   guacantsad   by    tha  Batching 
taro  coupon   bond   purchased    at   tha   aa>a   tlaa    Cha  aonsy   is 
barrowad.      Thta    repaynent  of  principal   would   be    Che   responsibility 
at   tha  PC    and   would   not  be    Insurad    by   PSLIC  oe   the  Bank  Board, 
Tha   lagislacion  as   proposed   ataCas    Chac  naichar    Cha   principal 
aMount  nor   the    Interest   costs  on    Cha   PC's  obligaClons  would   ba 
backed  by  Che  full  faith  and  credit  of  the  United  States 

The  dabt  sarvica>   or   interest,   on  Che  PC'S  borrowing  was 
originally   intended    to  ba   paid   by  PSLIC  ouC  of    its  prevlua 
lncoa«.      The   Congressional   BudgaC  Office    (CBOt    polnCad  out   ChaC 
Chis   arrangement   >«ould   resale   In  budgac  ouClays.      therefore,    a 
provision  was   added    to  the    legislative  proposel    thet,    in  affect, 
pemics   FSLIC-insured    inscitutiona    to  pay  part  or   all  of   Chair 
preniiMS  directly    to   Che   PC.      nie   institutions'    praaiuas  and  any 
special    assessments    chat  would   regularly  ba  paid    to  FSLIC  are 
reduced  dollar-Cor-dolIar  by  the   increased  debt  service 
requirements  of    ^he   FC.      Moreover,    the  (800   alllion   Chat   reaalns 
Iron    Che   original   $3    billion   conCribuclon   by    Cha  PBLBanks    is 
Intended   as   a  cushion   to  be   used    for  debt   service  or  other   related 
costs  of    Cha  PC. 2 

As  envisioned  In  Che  Teaasury/PBLBB  proposal,  both  cha 
principal  and    Interest  on   Che  PC's  debt  would  be  paid  with  no 
explicit  or   iaplled  guarantaa   froa  either  PSLIC  or   tha  0.8, 
Treasury.     However,   aa  noted  above,   up  Co   100  pareanC  of  FSLIC's 
insurance   preaiua   tncoae  could  be  diverted    Co  pay   InCarasC  on   Cha 
PC's  debc  until    the   principal   is  repaid,   soaewhare  around   2020. 
Such  diversion  of   preaiua   incone,    bowever>   aeana   Chac  PSLIC 
would  have   lictle    incoae    for   case   rasolutions  attar  the  SIS 
billion  raised  through  the  S-yaar  recap itallxat ion  plan   la  spanc. 


^Tba  9800  ailllon  could  also  bacoae   available    to  leverage 
additional    borrowing  by   Che   FC    If  peraltted  by   lagislstlon, 
possibly   increasing    cfae  pocenclal   borrowing   above   |I9  billion. 
This   would,    however,    also  Increase   Che  debc   servicing  burdan  ar 
further   reduce  FSLIC's   future  ecraaa  of    incoae. 
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Hh«n  cha  antic*  PC  dabt  la  paid  olt,  PSLIC  may  cacira  its 
outstanding  capital   stock   togathac   with  a  raturn  on    that   stock,    if 
th*  condition  of  th«  PSLIC  Insuranca  fund  peralta..    In  otb«c 
'HOrda,    rapaynant  oC    tha  orLqlnal   $3    billion  provided  by  tb« 
PBLBanks  to  the  FC  would  occuc  only  aftac  all  othar  dabt  waa  paid 
off  and  only  If  tha   rasacva-tO'^aposit  ratio  of  tha  inauranc*  fund 
was  adaquata.     It  is  posslbla  that   this  aonay  would  navar  ba 
capaid  to  tha  PHLBanka. 
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Th*c«   !■   an  urgent  nsad   to  pcovida  «ddltlonsX    funds   to  PSLIC 
In  ord«r  to  daal    vitn    the  cuccent   backlog   oC  prablan 
insCiCutions        ?ac   several   y«dra    Ctic   Pedscal   Bomm  Loan  Bank  Boacdt 
which  operates   PSLIC,    has  -delayed    finding   nergar  parcnart  or 
liquidating    Institutions  with   capital   adequacy  problems.      Inataad, 
FSLIC  has  relaxed  accounting  atmdarda     angaged    in   Implicit 
forebearance  on   capital   raquic«M«nts,    provided   artificial   £or>s  of 
regulatory  capital     and  oparatad   institutlona  andar   tha  Nanaga>ane 
Conaignnent   Progtaa    (HCP).' 

Despite   thes*  afforts,   tha  nuabar  oC  institutlona  with 
serious   problemsi    which  wa  have  detined  as  having  GAAP  net  worth 
equal    to  or    less    than   lero.    Increased   sharply   froa  only  16    in 
Dacasibar    T9S0    to  4fi1    thrifts  holding  $11Z.G   billion    in  assets    in 
■id-T985.      By  S«pta«ber    1986    there  were   still   445    insolvent 
thrifts  with  S1t2.T   billion   In   assata  operating   under   the  PSLIC 
Insurance  guarantee.      These   Insolvent   thrifta  had   an  average 
(annualized)    return  on  assets  of  -5.0  percent    in   the   third  quarter 
of    1986.      They   coaprlaad   13.8   percent  of   the    Industry  and   held 
10.1    percent  of   the   Induatcy'a   assets. 

In  recant   tastlBony  before  tha  Senate  Conalttee  on  Banking, 
Bousing   and    Urban  Affairs     on  January  21,    1987,    (p.    3),    the 
Chaiman  of    the    PHLBB  estimated   the  coat  of   teaolving   the 
industry's   kno<«i   problems   at   $23. S   billion.      At   that   tlna    347 
institutions  ware  included  In   tha  'significant  supervisory 
caseload'   and    167  of   theae   thrifts  wars   PSLIC  cases.'     Moreover, 
these   347   institutions  ware  losing  S6  ■lllion  a  day  or  S2.2 
billion  a  year.     This  a«ount,   aa   the  Chaitnan  pointed  out,    la 
larger   than   the  entire    1986    incoite    to  PSLIC. 

tae  cost  OP  DeuY 

The  slsa  of  tha  problens  facing  PSLIC  anaures  that  case 
resolutions  will  have  to  be  accoapllahed  over  tl«e  rather  than  all 
at  once.  Even  if  enough  nonay  were  available  to  handle  all 


^Tbose  Institutions  included  in  the  'significant  supervisory 
caseload'  are  receiving  sstraocdlnary  attention  fron  the 
exaalnatlon  and  supervisory  staff  in  the  District  Banks.  PSLIC 
caaes  are  those  whose  problens  are  so  severe  that  the  insurance 
corporation  is  attempting  to  find  a  resolution,  either  a  merger 
partner  or  a  liquidation. 
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problena  at  onc«>  oth«r  r*aouEC«s>  such  «•  aCaff,  ll«it  tha  spaad 
at  which  PSLIC  could  procaad.   The  clsk  la  that  delay,  avan 
necassary  delay,  could  lead  Co  an  increase  In  FSLIC'a  ultimata 
caaolution  coat.   Our  earlier  woek  showad  the  potential  Cor  PSLIC 
savings  due  to  reductions  in  Intatast  rates  and  also  pointed  out 
the  large  potential  costs  that  could  reault  from  the  affect  of 
rising  rates  and  declining  loan  values  (GAO/GGD-86-IIlBR) . 

FSLIC'a  reaolutlon  costs  aay  rise  for  other  reasonst  such  a« 
bad  nanagemant  or  fraud  and  the  resulting  Increase  In  bad  assets. 
Sone  losses  in  a  falling  thrift  will  have  already  occurred,  even 
though  they  may  not  yat  be  recognized  on  the  books.   Other  losses 
nay  be  unavoidable  given  the  atructure  and  composition  of  the 
failing  institution's  balance  sheet.   Theae  losses  will  not  be 
averted  by  PSLIC  action.  Thay  will  affect  the  receivership  juat 
aa  they  would  have  affected  the  operating  thrift.   What  PSLIC 
action  can  end  is  the  continuation  of  inconpetent  or  fraudulent 
management  and  resulting  future  leases  for  the  Institution.   This 
can  be  acconplished  through  the  sale  of  the  thrift  Co  a  healthy 
institution  chat  will  replace  the  manageaant  or  through  Che 
establishment  of  a  receivership.   The  elimination  of  bad 
management  may,  in  fact,  be  the  major  reason  that  prompt  action  by 
FSLtC  can  lead  to  cost  savings  for  the  insurance  fund. 

The  Bank  Board  has  said  that  Che  najoriCy  of  current  caaaa 
requiring  PSLIC  action  result  from  asset  quality  problems  rather 
than  from  the  intereat-rate  spread  problems  of  the  early  igSO's. 
Asaet  quality  problems  are  potentially  much  more  ccatly  to  the 
iiiaurance  fund  than  are  spread  problema,   A  thrift  with  a  negative 
Interest-rate  spread,  i.e..  Its  cost  of  funds  exceeds  the  sverage 
return  on  its  loans,  can  continue  in  operation  for  a  substantial 
period  while  experiencing  only  a  gradual  erosion  of  its  regulatory 
capital  or  net  worth.   This  is  becauae  institutions  are  not 
required  by  regulators  to  use  market  values  for  Che  asseCs  in 
their  portfolios.   To  be  sure,  if  forced  co  sell  assets  during  an 
inflationary  period,  a  thrift  would  experience  large.  Immediate 
losses  potentially  affecting  Its  entire  porCtolio,   Nevertheless! 
with  an  appropriate  discount  to  reflect  the  inflationary 
adjustment,  the  asseCs  are  sClll  marketable. 

The  long-term  severity  of  spread  problema  is  mitigated  by 
their  Inherently  cyclical  nature.  Problems  traceable  to  rising 
inflation  and  interest  rates  are  diminished  with  reductions  in 
these  same  inflation  and  interest  rates.   Also,  spread  problens  do 
not  necessarily  mean  Chat  problems  exist  with  either  the  repaysant 
capacity  of  Che  borrower  or  with  the  collateral  on  Che  loan.   This 
is  Che  primary  justification  for  PSLIC's  provision  of  forebearance 
Co  InatlCutlons  with  spread  problems,  as  was  the  case  In  the 
thrift  industry  of  the  early  19ao*a. 


Digitized  by  Google 


APPESDIX  II  APPEIIDIX  II 


Probluu  wltlt  a**«t  quality  can  b«  mich  nora  difficult  to 
daal  with  than  thoa*  aaaoclatad  with  intaraat  rata  risk  and 
nagatlva  apraada.   A  singla  larga  aaaat  that  goal  bad  can 
Innadiataly  wipa  out  an  inatitueion' a  aotlra  nat  wartTi  with  Ilttla 
or  no  wamloq  outalda  tha  firm.   Hhan  an  aaaat  goaa  bad,  tha 
Incoa*  froa  dabt  aarvlca  payaant*  «ay  caaaa  and  raalliatlona  from 
liquidation  of  tha  undarlylng  collataral  nay  ylald  far  laaa  than 
100  canta  on  th«  dollar.   Horaovar,  in  contraae  to  ipraad 
problaMa*  Ivprovanaat  with  falling  Inflation,  thara  la  nnich  laaa 
likaLihood  of  racovary  froa  aaiet  quality  problaaa.   Na  ara  told 
by  offlciala  at  F8LIC  and  tha  Bank  Board  that,  in  ganaral, 
problaaa  of  aaaat  quality  ara  both  laaa  pradlctabla  and  nor* 
coatly  to  tha  inauranca  fund  than  ara  apraad  problama. 
Forabaaranca ,  or  dalay.  ia  much  laaa  llkaly  to  ba  halpful  to  an 
inatitution  with  cradit  riak  and  bad  aaaata. 

Spraad  problaaw  ara  not  naoaaaarily  a  thinq  of  tha  paat. 
Ifhil*  thara  ia,  at  praaant,  no  indication  of  riaing  intaraat  rataa 
In  tha  naar  futura,  tha  thrift  industry  la  navarthalaaa  bacoming 
incraasingly  atposad  to  potantial  loaaaa  whan  Intaraat  rataa  do 
arantually  riaa.   Today'a  low  intaraat  rata  anvlronmant  haa  lad 
many  thrifts' to  aubatantlalLy  incraaaa  thair  origination  of 
ralatlvaly  low-yiaLd,  fizad-rata  raortgagaa,  both  for  naw  loana  and 
raf inane Ings .   AdjuatabLa  rata  oortgagas  as  a  parcantag*  of 
oonvantional  hooa  mortgagas  elosad  hava  fallan  team  a   paak  of  73 
parcant  in  mid~L984  to  about  30  parcant  in  mid-1986.   Soma  of 
thaaa  fiaad-rata  mortgagaa  ara  baing  packagad  for  raaala  as 
■ortgaga-backad  aacurltlas  in  tha  sacondary  markat  rathar  than 
hald  In  th«  thrift's  portfolios.  Navarthalass ,  a  rlaa  In  Intaraat 
rataa  w3uLd  causa  many  Inatitutiona  with  incraasing  holdings  of 
thaaa  fiiad-rata  mortgagas  to  ancountar  problaaw  similar  to  thosa 
axpariancad  a  faw  years  ago.   Thia  tima,  howavar,  tha  industry 
doas  not  hava  tha  nat  worth  that  allowad  many  firms  to  waathar  tha 
last  Incraaa*  In  Intaraat  rataa.   Industry  nat  worth  (GAAP)  as  a 
parc*nt  of  aasata  was  only  3.4  parcant  In  Juna  1986,  as  conparad 
with  S.73  parcant  In  mld-19TS. 

Finally,  dalay  has  two  othar  Innadiata  and  obvioua  coats. 
Evary  dollar  of  continuing  loasas  by  an  Insolvant  thrift 
raprasants  an  additional  coat  to  FSLIC  whan  the  ins-  ' 
finally  rasolvad.   Moraovar,  tha  FHLBB  has  said  that  insolvant 
thrifts  ara  of faring  highar  than  narkat  rataa  in  ordar 
dapoaits,  thus  bidding  up  rataa,  not  only  for  thamsalvei 
tha  haalthtar  Inatitutiona  a*  wall.   Thia  ralaaa  tha  cot 
for  tha  tAola  Industry  and  rasults  la  sliMtar  profit  mai 
largar  lossas}  for  all  inatitutiona. 


Tha  Joint  Traaaury/FHLBB  proposal  to  raCBpltallEa  FSLIC  t 
virtus  Of  providing  a  larg*  aum  of  mooay  to  FSLIC  ovar  a 
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falcly  sboet  period  of  tin*.  Clv*n  tha  oxt«nt  of  tti*  Industry's 
problens  and  the  risks  of  delay,  we  feel  that  the  cspltaLlsatlon 
of  future  PSLIC  earnings  la  necessary.  He  thecetoce  aodeled  the 
proposed  recap italitatlon  plan  to  see  If  It  could  achieve  Ita 
stated  objectivea>  Success  was  defined  as  the  ability  to  provide 
$2S  billion  for  PSLIC  case  resolutions  over  a  5-year  period 
without  reducing  PSblC's  sacning  assets  to  saro. 

Of  the  S2S  billion,  $15  billion   (or  $3  billion  a  year)   is   to 
be  raised  by  selling  bonds  through  the  rC.     The  cenalning  S10 
billion   (or  32  billion  per  y«ar)    is   to  b*  derived  fro«  other 
aoureas  of  F3LIC   income.     PSLIC 's  sources  of  incoaie  sret 

— regular  prenlun  incoN*  [1/11  of  1  percent  of  insured 
—special  premium  Incona  (1/8  of  1  percent  of  insured 
— Investment   Income  derived   from  the  earning   assets  held  by 


Details  on   the  various  alternative,  scenarios    that  we 
simulated    In  modeling    Che  recdpltaliiacian  plan   are    found   in 
appendix    III.      Briefly     we  tested  the  sensitivity  of    the  nodal    to 
different  assumptions  about   the   levels  o£   interest   rates   and 
spreads  and   to  alternative  rates  of  deposit  grovch.     He  also 
varied   the  dollar  amounts  received  by  FSI.IC    from  the  sale  of 
distressed  assets   acquired    through  case    ceaolutlona,   and   the 
future  availability  of  income  from  the  special  premium 
aasessnent.      The   successful   simulations  were    than  asaalned  under 
different  assumptions  about  changes  in  the   level  of   Interest  ratei 
(i.e.,   increasing  or  dacrsasing)   over  time. 


1  be  drawn   from   the   simulations    that   we 


— Mith  reasonable  assuBptlons   about   the    interest   rates    that 
would   prevail  on   the   PC  borrowings  and   on   tha   fero  coupon 
bonds    that  ace   to  be  purchased,    there   should   be   little 
difficulty   In   raising   the   $15   billion  dollats   to  be 
contributed  by   the  PC. 
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— TtM  dabt  aarvlca  on  th*  PC's  bocrowtng  Mould  absorb 
sssantially  100  psresnt  or  »or«  of  cha  PSLIC'a  prsMlua 
Incoaa   for  savaral  yaara  unlas*  cha  spscial  ass«ss*snt  war* 
Co  ba  conCinuad, 

— Incoaa  to  rsLIC  fra«  tnaur«nc«  pr*iiiuBS  And  teom  Invmating 
its  aarnlng   assets   is  not   sufficlant   to  provide  the    full 
)10   billion  that   La  PSLIC's   share  of   the    recapitalization 
plan.     Tba   shortCall  aigbt   possibly  ae  oade    ^p  by  receipts 
fcoa  tha  sala  oE  asaacs  acquired   by   F5LIC  or   by  -a 
continuation  of  all  or  part  oC   tha   apacial  assesaaant. 


in  othar  wocds.   tba  PSLIC  racapltalliation  plan  mIII  provld* 
91S  billion  ovar  S  yaars  to  tba  Insurance  fund   fro«  borrowing,   and 
an  additional  SIO  billion  can  b*  aada  available  CroH  PSLIC 
Incoae.      Bowavar,    tha   full    S   0    blLllcin   ulll   ba    thara  only   If 
auffieiant  aztra   Incoaa,   althar    From    the    sale  of    acquired   aaaats 
or   froa  tha  continuation  of  all   Or  part  of   the   special   asaessmenCi 
is   torthcoaing ,      Bran    if  anough  axtca   incoaa    Is    not  generated,    tha' 
plan  will  still  provide  a  substantial   aoount  of  noney   to  PSLIC—in 
axcaaa  of   $2t    to  324   billion  over   tha   S-year  period.     Tha  aajot 
drawback  of   the   plan   la   the  diversion  of  virtually   all   regular 
future    insurance  preaiun   incoae   to  pay  debt   aervica,   which  will 
seriously  reduce   the  ability  of   FSLIC   to  addreaa   future  problaas. 

COWCLqSIONS 

There   Is  a  serious  need    Cor  additional  aoney  to  be   used  by 
PSLIC    for    the   purpose  of   resolving    tha    large   backlog   of    insolvent 
and    unprofitable    institutiona   that  continue   to  operate    in   the 
thrift    Industry,      while  the  exact   alta   ot   the   pcoblea  and,  aore 
laporcantly,    the   enact  cost  of  dealing  with    the  problem  cannot   be 
known  with  certainty,    the  Bank  Board's  eatiaata    in  January  of   thli 
year  ot  the  cost  to  resolve  the  known  probleas  was  123. S  billion 

Our  siaulations  show  that  the  Treas^jry/PBLBB  proposal  can 
raise  S23    Billion  over  5  years  as    long    as    the    tlo«  of    Income    to 
FSLIC    is    augmented   either  by  continuing   the   special   prenlun 
assessment   or  by   receipts   froa  the   sale  ot   assets   acquired    through 
the    liquidation   process.      Bowever,    il    trie    proposal    la    Irapleaented , 
it    la  probable    that   virtually  all  of    PSLIC'a    regular  prealua 
incoa«  will  be  diverted  to  pay  the  debt  service   for  several 
years.     As  a  result,   assualng   that  all  S25  billion   Is  spsnt   in  the 
next  5  years,   there  aay  not  be  auch  availabla  to  deal  with  later 
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— Cortgceaalonal   rerlew  and  ovacaight  of    the  plana   and  actions 
of   tha  Bank  Boacd   and  FSLIC  should   b«    included    In  tb« 
Isglslation.     Ouairslgbt  should  b*  deslgnad  to  ss«k  answacs 
Co  questions   ragacdlng  PStlC's  plans   for   use  of   tha 
procaada  fcoa  recapitalisation  as  well   as  how  successful 
the  pcoblen  resolution  process   is. 

:  that  the 

Pinally>    unless   Congress  cones    to  grlpa  witb   the  causes  of 
the   industry's  current  problems,   there   Is  every  likelihood   that 
they  will  continue  to  occur  in  the   future.      IE  tha  causes  are  not 
effectively  dealt  with  nov,    the  325   billLon    to   be   raised   under   the 
P3LIC   recapitalization  nay   solve   today's  crises   but  will  provide 
nothing    to   resolve    tonorrow's.      Therefore i    the  delibecaciona  over 
P8LIC  recapitalization  provide  the  opportunity   to  require  the 
PHLBB  and   PSLIC   to  reorganize  and   stceaNllne   their  operations  and 
requlatory  structure   with   the   intent  of  reducing   the    IDcelihood  o£ 
future   industrywide   problens  such   as   those   now  occurring . 
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U*  dovalopad  a  nodal  oC  the  F5LIC  cacapitallz«tion  pcopoaal 
In  ord*c  to  t«at  the  effect  of  variatlona  In  th«  proposal  as  wall 
M  the  affect  of  changai  in  various  econofiic  aafunptlona.  The 
(sauBpttons  used  to  modal  the  plan  aa  It  haa  been  outlined  by  the 
Treaaury  and  the  federal  Hoae  Loan  Bank  Board  (what  we  tara  the 
'base  BOdel')  are  given  below,  alonq  with  a  daacElption  of  those 
aaauBptions  that  were  allowed  Co  vary,  Ose  of  the  nodal  allowed 
us  to  Investigate  the  conditions  under  which  the  plan  nay  or  nay 
not   be   succesaful. 

ASanHPTIOMS   OP  TBB   BASB  MOPEL 

The   fallowing   asauaptiona  were   used    in  developing   the  base 
Bodel. 

— The   Financing  Corporation   raises  S3   billion   a  year   for  each 
of   the    5  yaars  of    th*  plan   by   issuing    fixed-rate    3a-yai 
bonds.'      It   ussa   as   Isvsrage   tti«   c«-tain«d   earninga  of    t 
Federal   Borne   [<oan  Banks    in    the  aaotint  of   $440  nillic 
year    (a  total  of   S2.Z  billion  over   5   years).     With   Ches< 
funds    It  putchassa   seco  coupon  bonds  whose  naturit.' 


'in  our   ainulationa  we  aaauned   that  all   borrowings  of   the  PC  were 
accOBplished   by    issuing   30-year  bonds.      The  Tcsasucy/FHLBB 
proposal   actually  calls   tor  an  unspecified  mix  of   20-  and   30-year 
bonds.      He   used   the    longer-tern    issue    rather   than  nake   an 
assunpCion  about    the  mix    for   several   reasons.      Hoat   importantly, 
ttie  Market    Is  nuch  stronger   for   30-yaar  bonds    than    Cor   20'8.      The 
Treasury/PBLBB   proposal  creates   a  new  untried  debt  security   that 
would  have  greater   acceptance   in   the  stronger  aarket.      In  any 
case>    for   a  given   amount  of   borrowing,    the   annual    Interest  cost 
is   likely  to  bs   about   the  same   for  either  borrowing   tern.      The 
aajoc  differences   are   that  with   30-yaar   bonds    it    is  possible    to 
borrow  a   larger   total   baaed  on   a  given  anount  of   initial   capital 
and,  of  course,   the  financing  coats  continue  toe  an  additional   10 
years. 
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—Op  to  SSOO  nillton   (In  addition  to  the  $2.2  billion]    in 
funds  ar«  to  be  mad*  available  by  tba  PBLBanka  ovar  tha 
5-y«ar  pariod.     It  has  bean  suggastad   that  ttiaaa  Cunda 
provide  a  'cuahion*   to  be   uaad  toe  debt  aarvica  oc  otbar 
coaea  of  tha  PC. 

•-Intsraat  payawnta  on   tha  PC's  debt  will  be  aet   through   the 
direct  payment  to   the  PC  of   iniuranc*  preniua  asaeaaaanta 
froa  nenbar    Inatitutiona  which  noraally  would  have  gone   to 
FSLIC.     >uiy  pcentun  paynenta   In  escesa  of   thla  Interest 
obligation  will  be  channeled  back  to  FSLIC. 

—The  intereat  rat*  at  which  the  PC  Issues  its  debt  Is  30 
baals  points  higher  than  the  30-y*ar  Treasury  bond  rata. 
The  baae  Treasury  rat*  Is  7.3  p*reent. 

■-In  addition  to  the  S15   billion  fro*  borrowing,  FSLIC 
will  naka  an  additional  S2   billion  p«r  y*ar  available   tor 
case  resolutions  in  each  of   the   S  years  of    the  plan.      This 
noney    Is  to  be  derived    fro>  premlUB   incoaa    (naC  of  debt 
service  on   the  PC'S  borrowings    >    investment   Incona  on 
earning   aaa*tB>    and  income   from  the   sale  of   assets   acquired 
through  caa*  r*aolutlon   (assunad   to  be  zero  in  the  baa* 
model].      If  these  sources  of    Income    total   leas    than   $2 
billion   in  a  year,    the  shortfall   is  deducted   from  th* 
earning  assets  of  the   insurance   fund  until   those  assets  are 
d*pl*t*d . 


—The  special   assessment    (1/8   of    1    percent  of  depoalta]    which 
is  currently  paid  by  member    institutions   to   PSLIC  will  ba 
subject   to  a  straight-line  phase-out  over  a  5-year  period 
baginning   in   I9S8. 


2nie  model  assumes  that  th*  entire  $2.2  billion   in   funds  from  the 
Pedecal   Home  Loan  Banks    la   fully  used   for  purchase  of   the  tero 
coupon  bonds   uaad    to   repay  $15   billion    in   PC  debt    (a  leveraging 
EsCio  of   6.8    to    t].      At  current  market  rates   for   SO-yeer  bondS> 
however,    these   funds  could  be    leveraged  by  as  much  as    tO    to   1 . 
Thus,   only   $1.5   needs   to  be  used    to  buy  zero  coupon   bonds    to 
repay   SIS  billion   in   30   years.      Therefore,    $700   million  of 
additional    funds  would  be   available   for  use   by   the  FC  or  by 
P3LIC . 
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~Th«  growth  cat*  of   Insured  deposits  for  ths   industry  as  a 
whoLs   is  sssuaad  co  b«  8  pcrcsnt  p«r  yaar>   i.s..   tbs 
•vsrags  annual  growth  rat*  observed  between   1984   and   198S. 


--Our  siaulatlans  cover  a  period  of  10  year*. 

SIMOHTIOtl  RESULTS 

Tb*  Modal  was  run  usln^  the  base  aodel  assuapcions  as  well  ss 
various  scenarios  in  which  one  or  aor*  of  the  bass  aodel 
assumptions  were  changed.   In  each  of  these  initial  siaulations 
the  level  of  interest  rates  was  held  constant  over  tiaw.  \a   the 
plan  calls  tor  raising  $25  to  S30  billion  over  5  years,  any  casa 
in  which  S!5  billion  could  be  raised  without  causing  PSLIC  earning 
assets  to  be  fully  depleted  is  tamed  a  success.  This  nsans  that 
although  F5LIC  incoae  in  any  one  year  aay  be  insufficient  to 
provide  the  neceasacy  $2  billion  yearly  contribution  to  the  fund, 
earning  assets  may  be  tapped  Co  make  up  the  deficiency.   Only  if 
earning  assets  are  coaplstsly  depleted  fron  their  initial  levsl  of 
$3.8  billion  at  the  beginning  of  1987  is  the  plan  said  to  be 
unauccesstul. 

Base  model 

According  to  this  criterion,   the  bass  model  dsscribed  above 
was  unsuccessful.     Without  rsceipts  from  the  sals  of  assets 
acquired    through  casa   resolutions  or   from  retention  of   the  special 
premium,    PSLIC'a   $3.8   billion    In  earning  asaaCa  wars    fully 
depleted  before  the   total   $2!  billion  was  mads  avallabls.      In 
other  aords,   the  income  received  by  PSLIC  over  5  years  was 
Inadequate,   even  whan   aupplementad  by   53.8   billion   Iron   the 
Insurance   tund'a  earning  asaecs,    to  provide  $10   billion   for   case 
resolutions. 


I  PSLIC's  asaets  by   100  basis 

:   insured   institutions 
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in  vacb  of  thksa  c«a*a,  rstIC  wm  unable  to  generate  enough 
Income  to  provide  Ita  StO  billion  ahara  of  the  money  Cor 
racapltalttatlon  before  its  earning  aaaeca  want  to  saco.^ 

Succeaatul  alnulatlona 

OC  all  caeaa  invaatlgatad,  three  ware  found  where  auecess  wat 
attained  in  a  eonatant  Intereat  rate  anvLconaent.  in  these 
alnulatlona  the  plan  aucceeded  byi 


Bacb  of  these  succaasCul  caaas  waa  axanlnad  under  three 
additional  scenarios  to  see  if  changing  the  level  of  Intereat 
rates  over  tine  uould  cause  the  plan  to  Call.'  The  three  interest 

--gradually  rising  Intereat  rates, 

-- gradually  Calling  Interest  rataa,'  and 

— explosively  rising  Interest  rates. 


3in  Bost  cases  the  deficiency  was  less  than  $1  billion,  Howevetf 
it  should  be  noted  that  our  model  considered  the  Insurance  fund 
to  be  bankrupt  when  earning  assets  Cell  to  zero.  This  assumes 
that  all  earning  assets  could  be  used  for  case  resolution, 
ignoring  the  fact  that  FSLIC  has  other  liabilities.   According  to 
recent  testimony  by  the  Chalcnan  of  the  FHLBB,  the  primary 
reserves  of  the  FSLIC  Insurance  fund,  I.e.,  the  amount  actually 
available  Cor  case  resolutions,  was  not  S3.B  billion,  but  only 
$1,9  billion. 

*Under  the  base  case  In  this  declining  intereat  acenario  the  plan 
was  able  to  succeed  without  the  retention  of  the  special 
assessment  or  without  incone  fron  assat  realization  in  th*  amount 
projected.   In  table  111,3  it  can  be  seen  that  earning  assets, 
although  totaling  only  S>00  million  after  5  years,  do  remain  at  a 
positive  level  and  so  maat  the  criterion  Cor  auecess  of  the  plan. 
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Tabla  111,1   gbow*  tb«  *ucc«SBful  slMulationa  under  conacant 
lat«r«at  ratas.     Tablaa  lit. 2  through  ill. 4  outlin*  tha  raaulta  of 
oar   aiaulaclona  under  tha   thraa  dlfferanC   aaaimptlona   about 
cbanqinq  lavels  of  tutura   Intaraat  ratal.     For  eaaiparlaon,   tha 
baa*  aodal   la  elao  Included   In  aach   Intaraat  rata  acanarlo. 

In  aach  caaa,    tha  BaxlauB  yaarly   Intaraat  obligation  on   tha 
FC'a  dabt   that    la    to  ba  paid  out  of  praaiua   incone    la   raportad 
along   with  tha  yaar    In  which   tha  iMxlauai  occurrad   and   thaparcant 
of    total  praaiua   incoaa  which   la  davotad   to   tha  payaant  of 
Intaraat   In   that  yaar.     Alao  raportad   for  aach  casa    la   tha  aaount 
of   total   PSLIC  aarnlng  aaaata  aftar  tha  first   5  years  of  tha 
plan.      Thla  value   la  negative    if    the   plan    is   not  succaaaful.     That 
la,    it  abows   the   ahortfall,   or   the   aaount   still  needed   (or   tha 
plan  to  have  ralaad  S25  billion  even  after  ail  earning  aaaete  were 
depleted. 

Earning  aeaeta  after  10  yeare  are  alao  reported   in  order  to 
gauge  the  etate  of  the  P3LIC  fund  at  aoae  future  point  after  the 
end  of  tbe  recapltallaatlon  prograa.     Thla  value  la  calculated  by 
aaauaing   all   S25   billion  ralaed   by  the  prograa   la  spent  on   caae 
resolution  wltbln   the   first   5  years  of    tha  prograa  and   that   no 
further  FSLIC  outlaya  occur   thereaftari    apart   froa   IntareaC 
payaents   on   the   FC  dabt.      Lastly,    tha  years    in  which  FSLIC  net 
incoaa    la  negative   are   listed.     These   are   the  years    in  which  scth 
portion  of  FSLIC  earning  aaaata  auat  be  expended  In  order  for 
FSLIC    to  aeet   the   cequlrcaent  of  contributing  !2   billion  each  yaar 
to   reach   tha  S25   billion   total. 

The  three  succeaaful  caaea  were  further  analyiad  by  testing 
the  effect  of  a  saallar  deposit  growth  rate   than  had  been  aasused 
In  the  baee  aodel.     Tables  III. 5  and  III. 6   report  the  resulta  of 
Bxperimenta   in  which    the  deposit  growth    rata    is  dacreaaad   to  4 
percent   assualng   conatant  and    Increasing    Interest   rates 
respectively.     Although    in  each   casa   a   larger  aaount  of  earning 
asaeta  must  be  used  In  order  to  meet  the  criterion  of  a  total 
recapitalization  of   $25   billion,    the   basic  results   are   unchanged. 
The    three   cases  which  were    found   to  be   successful   previously 
reaain  successful  even  under   the   asaunptlon  of   a  4   percent  deposit 
growth  rate. 
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Savaral  otbcr  ways  af  c 
Industry's  Inaurance  fund  ac 

■cal*d-back  v*c«ion  of  the  Treaaury/FBLBB  plar 
and  PDIC  funds,  and  borrowing  tzom   sourcaa  att 

An  InablllCy  to  taka  action  relatively  quickly  on  PSLIC 

rceapltaliiatian  could  eaally  precipitate  a  crinla.   A  crisis 
could  develop  from  i   number  of  different  specific  causes,   poc 
exanple,  a  liquidity  ctrisia  could  result  fcon  a  decision  by  the 
District  Banks  not  to  grant  advances  Co  weak  Institutions.  Mhen 
advances  to  an  institution  cannot  be  collateralized  by  the 
institution's  assets  PSLIC  may  guarantee  theMi  substituting  Its 
resources  as  tbe  necessary  collateral. 

As  oC  January  19S7,  there  wers  $2  billion  of  advances 
guaranteed  by  FSIiIC  with  no  collateral  other  than  tbe  reBsrvaa  of 
the  deposit  Insurance  fund.  At  that  time  FSLIC's  primary  reserves 
totaled  $1.9  billion.   A  situation  may  be  approaching  where 
FHLBanks  will  refuse  to  grant  advances  on  FSLIC's  guarantse.   This 
situation  may  already  be  occurring  In  California.   The  danger 
arises  when  the  advance  is  needed  for  liquidity  purposes,  l.e.> 
to  meet  a  deposit  outflow.   Failure  to  get  an  advance  In  this 
circumstance  could  result  in  the  Inability  of  depositors  to  get 
theic!  laoAey.   The  thrift  crises  in  Maryland  and  Ohio  have  shown 
hoH  quickly  a  lack  of  confidence  in  tbe  system  leads  to  bsnk 
.  runs.  This  Is  only  one  example  of  how  a  crisis  could  result  frmi 
an  insurance  fund  with  inadequate  reserves. 


There  are  many  different  ways  in  which  the  FSLIC 
recapitalization  could  be  scaled  back.   One  proposal  suggested  by 
the  U.S.  League  of  Savings  Institutions  provides  for  a  2-year 
program  and  slightly  less  money  (over  the  2-year  period)  than  the 
Treasury/FBLBS  plan.   It  is  not  our  purpose  in  this  report  to 
analyze  the  Q.S.  League  proposal;  however,  there  seem  to  be 
three  major  reasons  for  scaling  back  the  size  of  the  plan: 

—The  problem  may  not  be  as  large  as  many  believe. 

— The  smaller  plan  avoids  tying  up  as  much  future  income  to 
pay  the  interest  on  borrowed  «aneyi  but  only  If  It  provides 
enough  money  the  first  time. 
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■ak  Eor  mot*  Aoncy  If  the  n«*d  is  qtvtccr  Cban  eti« 
ralatlvaly  aodast  aaount  provldad   for  in  tha  initial 
prograa. 

Sivan  our  aatljiacaa  of   tha  potantial   alia  oE    CAa  problaas, 
tlt«'  firat  tm  polnta  do  noc  aaam  pacticularly  ralavanfc.      Tha 
quwsCion  of  ovaraigbt   la,    howavar,    an   laportant  ona.      Claarly, 
ovaralght    Is   necessary  whenavar  aonay    la  balng    spant   In   tha 
amounts   being  dlaeuased  bare.     Not  only   la    It  nacasaary   to  angura 
that   tha  Doncy  is  baing   ua«d  atClciantlyi    but  also  appropriataly. 
Nev«cthalesa>   a  raqulraaent  that   tha  Bank  Boacd   and  PSLIC   catum 
aft«r  1  yaara  to  axplaln  and  juatlEy  both  thale  uaa  of  tba 
allocacad   funds   and   tbair   naad   Eoi:  sora  aay   casult    in   a 
■ubatanttal  Intaria  daisy  In  raaolvlng  tha  peoblaas  of  tha 
Industry.     FurthatBora.   it  is  not  claac  why  ovaraigbt  naceasaclly 
would  ba   laaa  rigorous  under  a  long-tara  plan.     As  bas  fraquantly 
bacn  pointed  out,  dalay  can  ba  qulta  costly. 

MERCBR  or    POIC   AND    PSLIC 

A  aargar  of  tha  tvo  Inaoranca  funds  has  baan  suggaatad  as  a 
solation   to  tba  problaa  now  facing  PSLIC.      It  Is  trua  that  a 
merger  might   allow  POIC's  rasarvas    to  be   used    to  resolve  PSLZC'a 
problen  casea.      However,    since   f'OlC  s   reservea   are    in   the 
neighborhood  oE   319  billion,  and    che  Bank  Board  estimates   that   tha 
cost   to  rasolve  tha   thrlEt   Industcy's  known  problems  could   ba  $20 
billion  or  mora,    it   Is  not  clear   how  a  merger  could   resolve   the 
problaas   in  both  banking  and  tha  thrift   industrlas. 

SoBe  oE  the  resources  of  tba  PDIC  could  ba  used  to  aaalst 
PSLICi    if   it  ware   fait  nacassaryi    through  a  borrowing  arrangement 
rather  than  a  aargar.     Ha  tall  to  aaa  any  benefit  In  actually 
aarglng  tba  funds  azcapt  whara  an  explicit  objective  of  tha  nargar 
Is  to  acbiava  eonalatant  regulation  of  both  tha  thrift  and 
coHMrcial  banking  induatries  and   to  aanaga  tha  govarnamnt'a 
overall  deposit  Inauranca  exposure  In  a  mora  eonprehans iva 
fashion. 

ALTERNATIVE  SOOBCES  QF  FUHPS 

The  purpose  of  PSLIC  recapitalisation  la  to  provide 
additional  money  to  tba  insurance  fund  to  allow  an  accelerated 
resolution  of  PSLIC  casea  and  other  problems.   Besides  tha  various 
racBpitalizatlon  proposals  that  have  been  presented  recently, 
PSLIC  and  tba  Bank  Board  have  access  to  funds  froM  savaral  otbar 
,  each  of  these  sources  has  drawbacks  and.  In 
:  would  be  necessary  to  declare  a  crisis  in  order  to 
sccasa  the  funds,   Horaovar,  In  alMOSt  avary  case,  the  additional 
funds  do  not  add  to  FSLIC'e  rasarvas  since  the  money  must  be  paid 
back,  I.e.,  thara  is  an  offsetting  Liability.  This  appendix 
describes  thass  altarnativa  sources  of  funds. 
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Borrowing   frcn  tha  Tr»««ury 

Tha  FSLIC   fund  h>a  a  5730  million   Una  of  cradlt  availabla 
from   eha   Traaaury.      The   Secretary  of  tha   Traaaury   la   authorisad 
and  directed  tio  land   FSLXC    such    funds,    not   to   axcaad    $750  million 
in  the  aggregate  at  any  one  time     as  FHLBB   judgaa  ara  naadad   for 
Inauranc*  purpoaaa    (13   U.S.C.    172S(in<      Thaae   funda   are  not 
dependent  upon   appropriation     and  tha  Traaaury  may  iaaua  public 
debt  securities   Co  raiss   the  neceaaary  funda.      Uae  of  theaa   funds 
by  PSLIC  would   incraasa  tha  budgaC  daficit-. 

Borrowing    from  tha  Federal 
Heaerve   Syatera 

There  ar'e  thraa   authorltiaa   that    could  ba   uaed  by  FSLIC    to 
borrow   funda   from  the  Federal  Raaarva  Syatam.      The  anount 
available  undar  the   following  pcoviaiona  dapanda   upon  tha   amount 
of  auitabla  collateral  at  tha  dispoaal  of  FSLIC. 

— Pirat,   PSLIC  may  borrow  funda   from  the  Padaral   Raaarva 
Syatam  under   12  XJ  S  C     347c       Any  Federal  Beserve  Bank  may 
make  advances  to  any  corporation  on  its  promiddory  notaa 
aacured  by  direct  obligations  qf  tha  United  States  or  by 
any  obligation  fuHy  guaranteed  aa    to  principal   and 
intaraat  by  any  agency  of  the  United   Statea.      Theaa 
advances   ara  not  to  azcaed  90  days,    but   it   is  praaumad   thay 
ara  renewable. 

Second,   under   12  U.S.C.    343,   any  Federal   Reaarva  Bank  may 

alio  discount  notaa,   drafts,    and  bills  of  exchange   for   any 
corporation,   but  only  if  the   Taderal   Reserve  Board,   by  a 
vote  of  not  less   than   five  members     determin^^   that  unuaual 
and   exigent  circumatancaa   exist.      Hotes     drafts,    and  bills 
admitted   to  tha  discount  must  have   a  maturity  of  not  mora 
than  90  daya. 

—Third,    12    U.S.C.    461(b)C7}    provldea    that    any 

depository   institution   in  which  transaction  accounts  or 
nonpersonal   time   deposits   ara  held    ia   entitlod   to   tha    aama 
discount  and  borrowing  privileges  as   a  member  bank.      In   tha 
adminiat ration  of   auch  discount  and  borrowing  privilagas, 
tha  Federal  Rasarve  Board  must  take   into  consideration  tha 
apecial  needs  of  savings  and  other  depository   institutions 
for  accaas  to  discount  and  borrowing   facilities     consistent 
with  their   lonq-tarm  asaat  portfolioa  and   tha  aenflitivlty 
of  such   institutions   to  trends   in  the  national  money 
Markets.      A  declaration  of  unuaual   and   exigent 
circumatancaa   ia   not  apacifically  required. 

PSLIC  cannot  borrow  directly  undar  this  third  authority. 
Howavar.    it  haa  establiahad  a  aubaidary  thrift  inatitutlon  undar 
section  406  of  tha  National   (lousing   Act  which  is  eligible  to  uaa 
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th*  P*d«ral  Il«*«rv«  discount  op«rationa  ondar  thia  provlalon  Co 
fhr   flane  extant   at   Any  dthar   bank        Banki  >ay  discount  coanMcclal 
loan*  or  agricultura   paper,    and  notes   ohich   are   secured   by 
residential  nortgagea .      It  would    be   possible    for    FShlC   to  borrow 
indirectly   through   a  section   406   corpocatlon ,     Of   course      ••  with 
«ny  borrower  at  the   Ped'a  discount   window,    P3LIC  would   have   to 
provide  acceptable   collateral        Given    the  atate   of   PSLIC'a 
cewrwaa,    it    la  unclear  bow  much  could  ba   taiaad   In   thla   (aablon. 

Borrowing    froB   the   Federal 


PSLIC  baa  tha  autborlty  undac   12  O.S.    172S[d)   and   12  O.S.C. 
1431  Ck]    to   borrow   Croo  the  Federal   Bo«a   tAan  Bank  ayate*.      Tba 
Gam-St   Sernaln  Act     P.L     97-320)    allows  PS:.IC   to  borrow  froH  tha 
Federal    Bona   Loan   Banks,    as    long   aa    the   rate  on   the   loan   la  not 
leas    than    the   Banks     nargtnal  coat  of    funds        There   are  two  other 
Itnltations  on   PSLIC  borrowln9a.      Pirsti    PSLIC  auet  provide 
sufficient   collateral     baaed  on   ter>a   and  conditions   aat  by  the 
Federal    Hoee   Loan   Bank  Board.      Second,    tha  Bank  aystaa   ItaelE   has 
a  lialC  on    the   aaount  of    funds   it  can   raise    through   borrowing. 
The   Bank   systen  can    in    turn  obtain   funda   through    the  issuance  of 
consolidated  obligations        By  regulation,    it   cannot   borrow  in 
azceas  o£    12    tinea    the  paid-in   capital   etock  and    t^asefvea  of  all 
the   banka.      These  debt    Instruments   are  not  obligations  of   the 
Dnlced  States   (12  u.fl.C.   1435}   nor  do  they  carry  any  ^oveenaental 
guarantees. 

FSLtC  haa  eKereiaad   this   authority   twice   to  arrange 
paoa-through  loana,  once  (or  9200  ailllon  and   the  other  tiae   for 
1700  ailllon.     The  Office  of   Hanagenent   and   Budget    (OHB) , 
according   to  Treaaury,    had  a   problen  with    their   budgetary 
treataent  of   the   loans i      one   was   shown  aa   an  eKpendltura  which 
Increased    the  budget  deficit  and    the  other   was   treated   aa   a 
guarantee.      According   to  CBO,    when   FSLtC  bocrowa  directly  froa  the 
Federal    Borae  Loan  Banka,    thla    financing  mechanism  pstaits   PSLIC   to 
Increase    its  authority   to  obligate  funds        However,   when   the 
dlabursenent  occurs,    it  iiauld   bs   reflected    as   an  outlay.      It 
Mould,   therefore,   lead  to  an  incraaaa   in  the  budget  deficit. 

Under  unusual  clrcuaatancea ,  other   funds  are  avallabls   froM 
fche   Treasury.      The  Secretary  of   the  Treaaury    is   authorised   to 
purchase,    at  his  discretion,    ap   to   S4   billion  of   FHLBank 
-abllgatlona.    If   he  and    the  Chairnan   of    the   Federal   Bone   Loan  Bank 
Board  certify  to  Congress   that   alternative  «eana  of   raising,  funds 
cannot   be   effectively  employed    and    the   ability  to   supply  such 
funds    is    Impaired  beca-use  of   monetary  stringency  and   a  high    level 
Of   interest  rates    [11   a.S.C.    1431(1)1.      This  borrowing   authority 
is   not   subject    to  appropriations,    and    the  Treaaury  may   sell  public 
debt  securities  to  raise  necessary  funds   [12  n.S.C.   I431{i)]. 
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SaetLon  404(11]  of  t:h«  National  Bousing  Act  (12  U.5.C. 
1727(11)  ttnables  PSLIC  to  obtain  additional  liquidity,  IE 
neceasary,  by  calling  upon  Inaurad  Institutions  to  nake  deposits 
in  the  Cocpocation .  Tbla  auchoelty  allowa  the  Pedeeal  Bona  Loan 
Bank  Boacd  to  requlra  each  Inauccd  Institution  to  deposit  up  to  I 
p«rc«nt  of  its  wltbdeawabla  deposits  with  Che.FSLIC. 

With  tha  deposit  base  oC  tha  Industry  raachin?  5900  billlont 
tharc  would  be  between  $8  billion  and  !9  billion  to  b«  added  to 
FSLIC's  reserves.   The  Bank  Board  has  aald  that  this  ooney  could 
only  be  used  to  add  liquidity  Co  Che  Fund,  not  for  case 
rasoluCions.  Horsover,  Cha  1  paecent  levy  would  also  have  anoCtivr 
effect.   Under  Che  conditions  described  bere,  it  would  asan  an 
abrupt  decreaae  In  the  net  worth  of  all  thrifts — weakening  solvent 
Institutions  and  delving  insolvent  thrifts  further  Into 
insolvency. 

Each  of  the  alternative  strategies  oc  sources  oC   Incone 
discussed  here  falls  to  satisfy  at  least  one  oC  tb*  objectives 
presented  at  the  beginning  of  appendix  I.   Either  Chey  provide  coo 
little  noney,  they  use  public  aoney  (or  In  the  case  of  the  fdiC 
nerger,  coaMeccial  banks*  noncy) ,  or  they  Increase  the  deficit. 
In  most  cases  Multiple  objectives  are  violated,   while  violation 
'of  Cheae  objecClves  does  not  akitomaClcally  disqualify  a  proposal, 
it  certainly  raises  additional  questions. 
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they  peifoin  Id  tbe  noctgage  related  aetivitlee  i 
departnenlE.  and  federally  iDBored  financial  inEI 


Id  tbe  early  ISTOe,  three  iaportant  c 
financial  developatDtB  occurred.   Seal  Estate  lnv« 
vsr*  introduced.   Tbe  condoainiHH  forn  of  ownei 
coMionplace.   And.  a  surge  of  lendinq-iDvestnent  activity  into 
conGtrnctlon  and  developaent  projecta  vaE  begun  by  financial  Institutions 
(•specially  tbrittE). 


!   nailietlng  and 

It  TCDEtE  (REIT'S 


Tbese  uere  ioter-ielated  devclopHentE.  Tba  record  of  REIT's 
lllustratas  tbat  tbe  people  Banaging  tbe  REIT's  tooK  few  precautions. 
Many  saw  no  difference  between  a  real  estate  transaction  and  a  credit 
transBction.  A  saior  problen  wes  tbat  appraisals  wars  not  obtained  ni 
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DDrinq  tbl«  p«rlo«. 

:*lBBd  VitblD  1 


vara  oftan 
ir  tb*  io- 
ta ly  ling  an 


ragardad  «>  training  gronBdi 
loaaa  appralaara  wltb  tba 
raady  datar>lnad  altni 
ba  pravidad  to  tba  ap] 
'  'Invaataant*  dapartaani 


urkai 


[aaalbllitr 
c las ad  and 


yaaa.   Tba  apprali 
;ba  pcojact  vodarway. 


r[  by  BoaaoDC  in  Iba  ■ 
Tba  lira  iDGorabca  coBpania 
■arKat  analysas,  Toracaata  and 
could  ba  obtainad  actat  tba  loai 


Traditional. 
•Ingla-faBil 

Thrifta  war 
appialaal ■ 
appralaal  fi 


,  tbay  bad  baan  ragaitad  to  obtain  appcaiaal*  far 

b  pnrpoaaa  In  advanea  of  tba  cloalng  of  tba 
d  to  bavlng  appraisals  dona  in  advanca. 
accnatoaad  to  a  tbraa  or  Conr  day  tnrn-aroQDd  tlaa  for  an 
>  Indapandant  faa  appcaliara,  busy,  local 
rtata  found  tba  tnm-aconnd  tiaa  poaslbla  and 
Hf  sarkating  and  financial  davicas,  tbiogs 


cba  envlionaant  of  REIT's,  Condos,  and  constrnctloD  landing, 
tbt-  asssDCB.  PcoBpt  action  was  nasdad.  for  caapatitlv* 
rbe  Tcillty  was  tbat  davslopars  wara  gaoscally  raaponsibla  for 
Davalopars  Initiatad  tba  raqnasts  lor  appraisals  and  tban 
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taa  p<ck«g«B.      On*  of    the   clMaotE 
1  apptaieal.     Appriis'lE  of tan  war 


[  that  loan  packaga 
ised  to   Jn.tify 
intially   changed 


piepacad    at   the   reqi 
aakad   to  ntiliza  tbi 

Wlttlf 


on  behalf  of  the  developer.   Appraisera  ware 
lilize  tba  conciDslons  of  the  FeaBlblllty  atudiee  glvan  ttaea 
tfaer  independent  Investigation  on  thair  own.  This  was  part  e 


I  the  «id-1970s  to  the  early  1980b.  rapid 
for  an  appraiaei  to  oontiooa  to  work  foi  a  developer  oi 
inatitntlon.   The  tl*a  factor  waa  one  of  the  reasons  that  sob* 
.  uere  ordered  after  the  fact.  Hithin  this  HaEketplace  thaie 
lEa  on  the  appraiser  to  cone  np  with  the  'right*  nUHber .   If  ■ 
ilon  had  already  been  nade,  the  appraiser  was  expected  to 
:he  conclusions  ot  the  nndervritar/londar.   Many  thrift 

transferred  their  In-honaa  appraiaBl  oparations  to  thalr 
aervica  corporations.   So>e  aaa  this  aa  a  conflict  of  interest. 


apprali 


jostlfy 


Hie  lander  needed  certain  levels  of  'value*  to  Justify  loan 
aaoantB.  The  anount  of  'valna'  had  to  ha  agnal  to  the  aaount  of  tr 
Wb«D  100\  financing  was  legalized.   Unf ortODately,  aany  non-real  ei 
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tlmwats  iMr«  Incorporatvd  k 
toe   a   sapacata   dod-cvbI    vsti 


idvocltlad  ••paiataly 


Th*  davaiopats  waotM  to  do  doals.  Tli 
projact  waBD't  wortn  what  tbcy  tbongtit 
tha  (ppialser  to  prodnca  tba  riglit  nn>t 


t  to  ba  told 


Onrlng  tba  racasslon  of  tb*  Mld-l>70i 
loDdocB  [aoDd  tbit  BOB*  borrowers  wara  aiiabli 
or  wara  aiaplr  walking  away  Croa  projact*.     Tbo  caBOIt 
Bstato  ownad   (RBO)   boca**  vary  i>poit«nt  1 
■•vlogB  BDd  loBb  BBSoclatiooo  that  bad  b«i 
proJactB  and   Iobdb).      In  tbl*  iDatanc*.   proBi 
witb  a   'valno*  at  loaat  ai  btgli  as  tba  ontatandlng  aaoant 
vary  graat   Indaad. 


irly  iseos. 

ir  obligatloDB  ' 

(tBpaclally  aBoog 


Developc: 
■■Biqiuaiit . 
ptlca-enttlng  in 
landers.  Aa  a 


tandad  to  'Bbop*  tba  appralaal 
loaa  aarkat  araaa  appralsarB  partlcipatad  in 
ordar  to  Raap  tba  boBlnoBB  of  >a]or  davalopara  and  large 
:Biilt,  appraiaara  found  tbaaaelvea  Id  a  coat  aguaa^a  and 


Tba  19aoa 
apptalaai  proos 


witnaaaad  int 


■alng  attantion  on  appraia* 


fro>  loDders,  Inavrora  and  fadaral  ragnlatoi 


attantion  and  aontlny  waa  a  conBagnai 


r  dalanltad  and 
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foreclosed  cosBarcial  and  Income  propsrty  ioaat.      PSLlC-inBOred  thrift 
sstitutions  in  pattieular  bave  been  bacd  bit.   InEtltntion  »erger>  and 
tlluree  bave  becoae  frequent.   Tbe  etablllty  of  the  FSLIC  insurance  fund 
I  in  doubt.  The  eOBBstclal  banking  ayEtsa  bas  ajco  bean  exposed  to 
roblene  GteHBing  froa  comercial  real  estate  loan  defaults,  foreclosures 


Pru  its  inception  during  the  DepresBion  of  the  1930b  until  the 
early  ISGO's.  tba  uatcbuord  of  the  appraisal  industry  regarding  csal 
estate  value  was  caution.  The  sen  and  wo*en  responsible  foi  educating 
appraiseEE  and  building  the  foundation  upon  which  HOdern  appraisal  theory 
and  practice  has  been  built  have  Heaories  of  the  real  eetate  and 
financial  institutions  debacle  of  the  1920'E  and  i910's.   Hith  changing 

altered  in  the  1960g.   A  period  of  growth,  increasing  inflation  and 
rising  properly  values  prodnced  optiitistic  projections  concerning  futore 
growth  patterns. 


The  deregulation  of  the  financial  industry  daring  the  past 
eeveral  years  has  created  an  stnosphere  which  bas  allowed  soae  very 
aggressive  lenders  to  beco>e  involved  with  creative  lending  progroBS. 
Many  instances  these  creative  lending  prograai  have  led  to  EUbEtantia 
overbuilding  in  BO»e  areas  of  the  country. 
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tD  thi  aaciy  IttOs,  am  probli 
1  bcgao  lo  focoa  OD  tba  Padai 
raqairaBaiii.* .  Th*  Bank  Boacd  axpacti 
laaslbilixy  analyala.  It  waa  aipaeti 
pcior  to  Xlie  loan  dacialon.  Appialai 
plana  and  ■paclllcatlona  if  propoaad 


1  aoElgaga  (iaaacJ 
«M  LSBD  Kaok  Board' 
I  appralaar  to 

ir«  aappoaad  to 


taka  a 

dtlivarad 


Cbaaqas  in 


>  D[  tba  loan  dacl 
llBitad.   Tha  coi 
«•  BarkBta. 


Bank  Board'a  appraisal  ragolraBanta 
•vad  it  oaadad  raqnlraaant*  wblcb  wouK 
IDS  in  cbaoging  markat  anvlraoanta .  J 
:  longar  to  prodnca,  taqnlra  boib  )BBtj 
.DC*  tbay  bav* 

on,  fact  action  od  tt 

tb*  laodar  or  cliant 


>  ordarad  and  datat 


balp 

i cation  and 
to  tb« 

lbs  tant  tally 


Todaif  ■  Haarinn 

Tba  fioclaty  of  Baal  Batata  Appralaara  appraclataa  tbta 
nnlty  to  taatlfy  and  provlda  tba  SabcoMBlttaa  witb  taebnical 
anca  on  appralaal  laaoaa  ralativo  to  tbaaa  baarlnga.  Tba 
talliatlOD  at   tba  FSLIC  Cnod  ia  at   alBnlrlCaDt  iBportanaa  to  our 
iblp.  Hany  of  onr  aaabaia  provld*  appraisal  aarvicas  tot   PBLtC 
a   Inatltnclsiia. 
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LDowlsdq**  tbe  naad  for 
ety  coMpliaentE  tba 

>v*lop  and  implaaent 
alaers  and  appraisal 
•al  work  tbrougfaout  the 

iCB  of  th*  Board.   Tbe 


The  society  or  Raal  Batata  Appralaara  acl 
regnlatory  agcDcy  appiaiial  guldeliDeB.   Tha  Sod 
federal  HoMe  Loan  Bank  Board  on  Ita  efforta  to  di 
taqolxeBenta  to  encoocaga  lUa  uea  ot  qoality  appi 
raporta  wltbln  tlie  syate*.   Ttia  qoality  of  appral 
Unitad  States  has  l*provad  bacauae  ol  tba  dlllgai 
Society  bas  atteapted  to  ceepond  to  the  i 
appraisal  raqulTe>enta  by  daveloplnq  aduc 
educate  and  fa»lllariia  our  BeMiexabip  wltb  thocs  raqnl[a>anta.   It 
should  be  noted  that  tbe  Society  and  otiiac  raapoDslble  appralaal 
oiqanizatiohG  have  atandards  of  prolesalonal  practice.  These  iDdnatry 
GtandardE  pernlt  varyinq  levels  of  docoaaDtatloD  to  ba  raqoeated  by  a 
client. 


decision  raqaidlnq  1 
appropriate  to  ■act 


I  Appendix  11),  tbe  Bank  Board  aade  a 
t   would  coDsidar 


I  obligation  to  protect  tbe  PSLIC 


Tbe  aaount  of  appraisal  docnaenti 
policy  natter.  Hbetber  the  requi 
answered  to  a  vacuun.   Tbe  Soclr 
to  assist  tbe  Bank  Board  during 
application  of  appraisal  atandai 
can  be  fully  thought  through  befi 

be  Invited  to  assist  tbe  Board 


I  the  Board  require 


Appraisers  baa 


of  future  appral SI 
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la  yoni  •«rll*r  dallbaratloos  on  Ibl*  limna.  qncsiian*  cagaidlnq 
appropriit*  ipprdaal  goldallnaa  coi  thrift  imtitntiaDB  bav*  baan 
zaitta.      To  the   axtaiit  tbat  I  can  help  tb*  SnbcoMaltte*  to  batlar 


B41c  la  th*  lattBt  Id  a  aarles  of  Intainal  mnoianda  wbicb  bava 
baaa  iaaoad  by  tb*  Otxlem    of  Exanlnation  and  fiopaTvlsion  of  th*  BaoK 
Boaid.   nie  B*Boraii(lD>  sata  (tirtb  tba  alaudardB  and  raporting 
raquiraaancB  ntillzad  by  tba  Bank  Board  In  dataralning  coBplianca  witb 
tba  appraiaal  raqnlraaanti  of  tba  Board'*  iDsnranca  Batrnlatioo* 
(5G3. lT-l(c)(l)(lll)) .   Bile  baa  btoad  application  to  fadarally  Inanrad 
tbrlft  InatltotloDB,  aoaa  fadarally  inBnrad  Mntaal  lavinqi  bankE.  tbalt 
aubsldlBtiaa,  and  otbara. 

Tba  B41  ■erloB  of  aaaoranda  baa  baan  in  axlatanea  albca  Juna 
1977.   Id  Sapteabei  1>77.  B4la  waa  laanad.  followad  by  B«lal  In  Hareb 
1>7>.   S<lb  waa  iBanad  In  Naccb  ot   isaz.   It  waa  not  until  aid  to  lata 
1*84,  bowBvac,  tbat  tlia  raqoiraaaDta  of  B(lb  baqan  to  ba  atrlotly 
•nfoccad  In  coojooetlon  witb  tba  lap 1 amenta tloD  at   tb*  Appraiaad  Equity 
Capital  BegnlatioD.  Tbla  aafDrcaaant  lad  to  redaction  of  appcalaal 
laporta  In  tb*  loaD  111**  of  iosnrad  tbrilt  iDBtl tot ions-   Tba  solvency 
of  soaa  iDBOied  inatitatiana  luB  put  in  jeopardy.  Di*eD**iona  witb  tb* 
Bank  Board  leEulted  in  tba  developaant  of  edncational  aeBlnara  by  tba 
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Society  Of  Ra'l  Estate  Appraisals  and  ottaera.  Vat,  th*  antoica>ant  of 
the  appraisal  requlrsasnts  and  the  enhanced  eddcational  efforts  by  tb* 
Society  ware  not  sufficient  to  reaedy  valuation  and  onderwrltlng 
practicsB  quickly  anough  to  stea  the  tide  of  detaulta,  fcreeloBures  and 
talinras.  The  Bank  Board  then  devised  bd  altsrad  and  expanded  version  ot 
R41b-   Ttaa  result  was  the  issuance  of  R41c  in  Eaptenber  1986. 


■atablishes  specif Icac ions  and  regulreneota  for  a 
L  fornat,  and  a  narrative  report  foraat.  It  coi 
■rket  value  and  gives  raqulreaonts  Cor  valuatioi 
1  appraiser  qualifications.  B41c  la  addressed  i 
>n  staff,  the  PHLBB  Appraisal  Staff  and  to  tbe  1 
dons'  Nanageaant. 


gniClcant  inpact  on  real  estate  loan 
tate  loans  of  federally'lnsured  tbrlft 
eras,  conditions  and  saoocions  of  tba  i 
B  and  regulations. 


eligible  for  Pi 
appeal sal 


B  to  purchases  of  loans  by  Preddle  Hac-  To  be 
eddle  Mac  purchase,  tbe  loan  package  aust  contain 
IS  coaplying  witb  R41c.   Mlc  reqnlrcaents  ttaerafora  aay 
I  appraisals  on  real  estate  loans  orlglnBted  by  lending 
Mortgage  bankers  that  are  outside  tba  Bank  Board-PSLIC 
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Til 

Hid*  Tanging  at 

act  ol  t 

■ignlf 

C*I1 

.      The 

l>pact  upon  tha  qn 

in  the 

FBLB  Byatei 

haa  baan 

dtanatic 

[•qvir 

(■•n 

■  and 

ts  •nfoicanant  att 

ot  apprals 

1  practica  d«spl 

a  th.  cr 

At, 

•atloD 

haa  rocna 

a  Oh  tb. 

N*  thongbt 

that  it 

would  ha 

halplol 

Which  »•  p 

•caiva 

I  appraisal  guldalii 

lity  of  appraiaal  n 

Ciaatet  Knowladga 


iporta  DOW  t 


■Dcea  batwaan  R4lb  and  B4].c. 
light  aoaa  ol  the  dllfaEcncea 


lia  parallal  iDtrodactlon  of  Iba  ClaaairlcatloD 
yataa  to  tba  FHLBB  exaalnation  ptocaaa,  and  «■• 
ha  PHLfifi  Loan  Racocdkeaping  RagniraBaDt*. 

Explicit  ragnlramanta  that  tangibla  personal  pro 
'Dtangiblaa  ba  aeparatad  out  in  any  project  anal 

:lt  recognition  that  non-real  estate  proper 
:t  nar  be  funded  (and  therefore  vilned)  sep 
[1ft  inatltatlons. 

er  eapIidEis  on  reaponalbllltr  of  tbtltt  Ini 
MBeot  lot  canpl  ^nce  of  appralaBia  nsad  In 
e    loan  and  investnent  underwriting  decision 

■pbasls  and  ragoireaents  that  niltlple  vain 
presented  and  properly  1 
on  projects. 


11  proposed 
Bxplidt  Mention 


Ragnlranent  that 
If  July  1.  isat) 
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IB J as  propartlas  ■ 
Id  liD«DclD9  far  « 
spaculativ*  sarKe 


Mdlllenallr.   tbar*  ar*  dlFtarances  In  d*t 
expl«DBCion  of  BBiir  Indivldnal   pointB  b«tw«an  tha 


U.   spaelcleatiDi 


itly  and  unaqolvocal 


Mle  jppl: 


to  all   pioparcles.    ce 

Includini)  tbosa  Cor  u 

(URAR.  pieiA,  rauic.  Ffu, 


Bven  Boie  aBphaals  ia  placad  on  tha  c 
Hlghaat  and  Best  Use.  Tb*  piopoaed  ti 
property,  whether  existing  oi  not  on 


of  coBplel 


1  every  appral 


itlHted  date 


Market  eondltlona  oC  denand  and  supply  (coapatition) 
expected  to  exist  as  of  the  date  of  coapletlon  (valuatlo 
data]  and  the  date  of  tocacast  stable  occupancy 
{additional  valuation  date)  for  proposed  conacructlon 
■ost  be  explicitly  forecast,  and  supported  fro>  Baiket 
evidence  to  tbe  extent  possible. 
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a.  In  ••llouts  «n«lyB*s  for  proposed  con* tract Ion 


Tl)*  axpactad   ••II 

analyiid    io  tarai 

through  in*  (•lli 

Th^  Cost  N*w  (or 
proposed  construi 
would    bid    on   iha 


All  LlBlllng  Condit: 
■ppialsal  analyaia  i 
appraisal   laport. 


:b  or   ifaa  content  and 

kn.      Tba  objactlva  of 

by  rHLIIB).      Salf-cont 

■pply  (o'  attvBpt  to  apply 

ill  raqultad.  Host  i>poi 

Epaclf Icationa  and  caqu! 


I  mist  contain  avitain 

■DC*  at   R41b  aod  Ita 
raloatlon  met  ctlll  b*  Maikat 
■tand-alona  oaccativ* 
tlixaa  racogniiad  approaebaa 
.  tba  anbataac*  of  R(lc  ia 
.(  fo[  appcaiaal  raport 


Ae  appcaicaca  bav*  bagun  lnpl«i*ntlng  lb*  raportlog  r*gnlr*K*DtB 
:,  Bo>a  concarna.  botb  aobBtantlva  and  Ibtarpratatlv*.  bava  ariaan. 
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[■■oe  of  die 


GlDqle  f»ily  dwallings:    and 


)   cbangsB  <nd   claclrici 
■rd's  appraisal   laquii 


dons  would 


larify  whi 
>praiE«   11 

lalrfy 


Inc  Upon  CoBplatloD" 
lavHtnx  of  stabilized  occopancy"  ai* 
"Mattel  Value"  Betlaates,  or 
'Pnlure  Valne"  BBtlaatec. 


;  tba  IK*  of  tbi  ctadlt 


.  0»lt  fm  Rile  coverage: 
a.  All  existing  l-4-ra>lly  rosldontial  pcopactlec. 
b-   All  propettles  od  loans  leas  tban  >2SO,000. 
e.  All  properties  on  loans  lass  tbao  2X  ot   oat  wottb  in 
range  of  >1Z,500,000  to  SS0.00D.0«O. 

-  Specify  that  all  -VaJna  Upon  COapletlon*  and  •Valaa  Upon 
Acbleveiient  of  Stabilized  Occopancy  estlaatas  mst  s>p]oy 
DlEcoonted  Casb  riou  Anaiysls.   Tbe  saaa  applies  to  all 
Haikot  Value  estlaatcs  fox  existing  rentai-lDCon*  propartiei 
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.ri(y  - 


islblllty" 


■ciCV  what  *anti*pr*ii*ntlal  prollt*  is. 
:i«rlfy  valoallau  oC  laavad  laa  and  laasaOoid  Intaras 
y  what  a  *coBplata  •xplanitlon  at   all  cuaparabii 

Tbe  Society  or  Baal  Batata  Appraiaaxa  acknowladga*  til*  aa< 
Eevaiatory  aqaney  appraisal  galdailnai.  Tba  soclaty  I 
raapoDd  to  tlia  Bank  Board'a  xaqvlra>eDta  ulth  adncatl< 
apaclflcally  daalgnad  to  addiaaa  tboso  Tnldellnas.  Ha  bava  baan 
tha  goala  ubicb  naad  to  ba  >at,  yat  wa  ara  iti; 
ganarally  sopportiva  of  tba  co&capta  ondarlyli 


Claaalf^cftlon  of  Aaaaf  jtagnlatipp 


Tha  appraiaal  peocobb  and  tbo  claBslflc 
ara  Intar-ralatad.  Tha  Claiilflcation  ol  Aaaat 
tiDdaEBtand  It,  taqalxaa  additional  allocation 
anticlpatad  capital  loai  tram   loana  that  show  a 


itlon  oc  Bssata  fnnctioaa 
I  sagDiatlon.  as  wa 

waaknais  such  a* 


dallnqnaot  payaantl  oc  inadaqnata  covaraga  of  dabt  sorvica  fri 
iDcoaa.  Tha  lystaa  il  an  lutagral  part  of  'Ea-avaliiatloD  of  raaj 
aiaatB*  by  the  Bank  Board  Eza>lnation  Staff. 
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In  June  1986  the  claiBlf lc«tloii  of  >BBetE  sysle*  eslablishad 
three  clMBlflcatloDS  of  'piobiea  aeBets*  Incluiling  real  eBtale  loans. 
ClassltlcatloDB  aire  'SnbBtandaird' ,  ■DonbCfnl',  and  ■Lobb".   Ad  appralEai 
repoit  tbat  does  not  coHpiy  to  R41c  can  »ndcl  the  eatice  loaa   package 
-Substandard'. 


An  aeiet  Is  ■Donbtfol-  tbat  exhibits  dlBcernlble  loss  potential 
where  so*e  Iobi  seenE  very  likely.   A  BariouEly  deficient  or 
non-conConiinji  appraieal  in  the  asBet  file  could  lead  to  a  'Dovbtrnl* 
claBBification. 

An  aBBBt  is  clasBiliad  a  *Lobb-  uben  bob*  or  ill  of  It  Is 
considered  nncollectibie.   Tb«  'Loca-  classirication  initially  requires  a 
100\  specific  rasarve  against  the  book  value  of  tlie  asset.  An  acceptable 
leappraisal  say  allow  for  a  lesser  aatonnt  of  specific  Iobb  teeerve. 


Asset  claBBification  hes  to  do  with  the  vernation  of  the  loan, 
which  1b  the  asset  of  the  lender.  AppralBecs  estlMatc  the  Market  value 
of  the  collateral  for  tbe  loan.   Once  you  have  the  infor>ation  on  the 

policy  and  accounting  principles.   Tbe  accounting  prlnciplBE  deal  with 
valuing  tbe  asset  of  tbe  lender  association. 
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tba  collatetal  deteralned  by  an  appraisal  to  beac  on  tbe  vaine  of  tbe 
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regulatory  purposes. 
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AD  HOC  COMMriTEE 

UHIPORH  STAKDARDS  OF  rROFESSIONAL  APrRAlSAL  PRACTICE 
Ctiicvo,  niinais 
ftunmrj-  <,  1917 


The  unMmfned  constitute  tnc  Ad  Hoe  Committee  on  Unirerm  Standirns 
of  pTorcsttoru]  Appnisal  I^actice.  TM  Btlactwc]  document  it  ■  TuTtner 
step  in  ■  continuinc  reiponie  to  ine  concerns  of  uxers  of  appraisal  services 
and  the  public. 

The  document  contains  SUndarcB  1  thro;^  B  of  Aufutt  ^-l.  19SS  and 
Explanatory  Commenti  ocveloped  since  that  time,  alone  "'ith  Stanoaroi 
S  and  ID,  He:  Buiinus  Appraisals  and  Explanatory  Comnienis.  tVe 
recommend  immediate  adoption  by  etch  organisation  eitnar  as  re-stated 
SianoarOi  of  Proieuionail  Practice  document  or  as  an  adjunct  to  the  ixiiitnc 
Standards  of  Professional  Practice  document.  We  stand  in  concert  and 
arc  ready  to  discuss  and  oetend  the  development  of  the  d 
the  appropritit  committees,  Eioaros,  and/or  councils  of  c 
Dr^uuzations. 


'AvifiiSL; 


Karoid  H.  Butler  Joe  S.'Diirtnt  /      jita,' 

AppraiMl  Institute  of  jrintrlean  Sociaty  of   C^^c 

Canada  Farm  Manafcn  and. 

Bural  Apprtliert 


L.  Gadd 
'lean  Society  of 
Appraisers 


^Mri-Jir.       /2^A 


\i,A_ 


wliijam  J.  H4miJton  Iwnaio  £.  liHr~  Jorai  J.  bearv  ~ 

National  Society  of  UtemationaJ  Eijtit  of  American  InstJTUte  of 

Seal  Sstate  Appraisers  Vfay  A«ociati«.  R.al  Es^te  Appraisers 


Society  of  Eeal  istate 
A^raisers 


.    .   -      /Kart  J.  tr: 
Intenational  AssodlfctiSK/  National 
if  Assessing  Officers  Independent 

Appraisers 
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It  is  essential  thai  a  professional  appraiser  arrive  at 
□r  her  analyses,  opinions,  and  advice  in  a  manner  that  will  be  meaningful 
to  ttie  client  and  will  not  be  itiisleadinE;  in  the  marketplace.  These  Uniform 
Standards  of  Professional  Appraisal  Practice  reflect  the  current  standards 
of  the  appraisal  profession. 

These  standards  Include  a  Competency  Provision  which  places  an  immediate 
responsibility  on  the  appraiser  prior  to  acceptance  of  an  assignment.  The 
standards  contain  Binding  requirements,  as  well  as  specific  guidelines  to 
which  a  Departure  Provision  applies  under  certain  conditions.  Definitions 
applicable  to  these  standards  are  also  included. 

These  standards  deal  with  the  procedures  to  he  followed  in  developing  en 
appraisal,  analv-sis,'  or  opinion  end  the  manner  in  which  an  appraisal,  analysis, 
or  opinion  is  communicated.  Standards  1  and  2  relate  to  the  development 
and  communiCBlion  of  a  real  estate  appraisal.  Standard  3  establishes 
guidelines  for  reviewing  an  appraisal  and  reporting  on  that  review.  Standards 
4  and  5  address  the  development  and  communication  of  various  real  estate 
analysis  functions.  Standard  6  sets  forth  criteria  for  the  development  and 
reporting  of  mess  appraisals  for  ad  valorem  tax  purposes.  Standards  7  snd 
B  establish  guidelines  for  developing  and  commimicatjng  personal  property 
appraisals.  Standards  9  and  10  establish  guidelines  for  developing  and 
communicating  business  appraisals. 

These  standarils  are  developed  for  appraisers  and  the  users  of  appraisal 
services.  To  maintain  the  highest  level  of  professional  practice,  appraisers 
will  observe  these  standards.  The  users  of  appraisal  services  should  demand 
work  performed  in  conforroance  with  these  standards. 
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COMprrENCY  PROVISION 

prior  Id  entering  into  an  Bgreemcnt  to  pertorm  any  assi^menl.  en  appraiser 
must  carefully  consider  Ihe  knowledge  and  experience  thai  will  be  required 
to  complete  the  axsipiment  competently  and  either; 


with  reg«rd  to  appraisal,  review,  and  analysis  as  defined  herein, 
immediaicly  disclose  the  lack  of  knowledge  or  experience  to  the 
client,  and  take  all  steps  necessary  or  appropriate  to  complete  the 
assi^menl  competently;  or 

with  re^rd  To  mass  appraisal  as  defined  herein,  immediately  take 
all  necasaary  or  appropriate  steps  to  ensure  Ihe  mass  appraisal  is 
developed  under  the  supervision  of  an  appraiser  who  has  the 
qualifications  referred  to  in  Standard  G. 


DEPARTDBE  PROVISION 

An  appraiser  may  enter  into  an  agreement  to  perform  an  assi^ment  that 
cbUs  for  somethiriE  less  than,  or  different  from,  the  work  that  would  oiTierwise 
be  required  by  the  specific  Adelines,  provided  that  prior  to  entering  into 
such  agreement: 

1.  the  appraiser  has  datermined  that  the  assignment  to  b*  performed 
is  not  so  limitad  in  scope  that  the  resulting  appraisal,  review,  or 
ana^vis  would  tend  to  mislead  or  conlusa  the  diant,  the  users  of 
the  report,  or  the  public;  and 

:.  the  appraiser  has  advised  the  client  that  the  assignment  calls  for 
something  less  than,  or  different  from,  the  work  required  by  the 
specific  guidelines,  and  therefore  the  report  wIU  include  a 
qualification  that  reflects  the  limited  or  differing  scope  of  the 
appraisal,  review,  or  analysis. 

In  the  context  of  this  departure  provision,  exceptions  to  the  following  binding 
reouirements  ere  not  permined:  S.R.  J-1,  S.R.  1-5,  S.R.  3-1,  S.R.  2-3,  S.a. 
2-5,  S.R,  3-3,  S.R,  i-1,  S.R.  5-1,  S.R,  5-3,  S.R.  G-1,  S.R.  6-£,  S.R.  fi-6,  S.R. 
7-1,  S.R.  6-1,  S.R.  8-3,  S.R.  9-1,  S.R.  S-3,  S.R.  9-S,  S.R.  10-1,  S.R.  10-3 
and  S.R.  10-5. 


JURISDICTIONAL  EXCEPTION 

If  any  pan  of  these  standards  is  contrary  to  the  law  or  public  policy  of  any 
jurisdiction,  only  that  part  shall  be  void  and  of  no  force  or  effect  in  that 
jurisdiction. 
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DEFIHmOKS 

For  the  purpose  of  these  siandards,  the  followinE  befinitions  apply: 

ANALYSIS:  the  BCt  or  process  of  providing  informBtion. 
recommenOetions  end/or  conclusions  on  diversified  problems  in  real  estate 
other  than  estimating  value. 

APPRAISAL:   the  act  or  process  of  estimatine  value. 


CLIENT:       any  party  for  whom  an  appraiser  performs  a  service. 
FEASIBILITY   ANALYSIS:      s  study  of  the  cost-benefit  relationship 


la^ket  conditions 


MASS  APPRAISAL:  the  process  of  valuing  s  universe  of  properties 
Bs  of  a  ^ven  date  utilizing  standard  melhodology,  employing  common  date, 
and  allowing  for  stetlsiical  testing. 


PERSONAL  PEOPEHTY:  identifiable  portable  and  tangible  objects 
whicti  arc  considered  by  the  general  public  as  being  "personal,"  e.g., 
furnishings,  artwork,  antiques,  gems  and  jewelry,  collectibles,  machinery 
and  equipment. 


'   interests,    benefits,    and   ri^ts   inherent 


REPOHT:      any   communication,    written 
review,  or  analysis;  the  document  that 
completion  of  an  assignment. 


r  process  of  critically  studying  a 


Digitized  by  Google 


5TAKDARD  1 

tai  devekifiinc  ■  real  c«ute  apprmual,  ui  apprmiier  mist  be  awkre  ol, 
■mdernand,  and  cotrcctly  employ  thosr  racocn^sed  mcIhiMfc  and  technique* 
that  ftre  necmary  lo  produce  a  ere<Sbl«  apprusaL 


STANDARDS  RULES  RELATING  TO  STANDARD  I 


In  developins  e  real  estate  af^raisal,  an  appraiser  must: 

(e)  be  aware  of,  understand,  and  correctly  employ  those  recognized 
methods  and  techniques  that  are  necessary  to  produce  a  credible 
appraisal; 

or   commission   that 


not  render  appraisal  services  in  a  careless  o;  negligent  manner, 
such  ai  a  series  of  errors  that,  considered  individually,  may  not 
significantly  affect  the  results  of  an  appraisal,  but  which,  when 
considered  in  tl>e  aggregate,  would  be  misleading. 


n  appraiser  must  observe  the  following 

(a)  adequately  identify  the  real  estate,  identify  the  real  property  interest 
under  considerBtion,  define  the  purpose  and  intended  use  of  the 
appraisal,  consider  the  scope  of  the  appraisal,  describe  any  special 
limiting  condiUont,  and  idantify  the  eHeetive  date  of  the  appraisal; 

(b)  deOne  the  value  t>eing  considered; 

if  the  value  to  be  estimated  is  market  value,  the  appraiser  must 
clearly  indicate  whether  the  estimate  is  the  most  probable  price: 

(i)       in  terms  of  cash;  or 

(ii)      in  terms  of  financial  arrangements  equivalent  to  cash;  or 

(iii)    in  such  other  terms  as  may  be  precisely  defined; 


■  of  value  is  based  on  submarket  financing  or 
financing  with  unusual  conditions  or  incentives,  the  terms 
of  such  financing  must  be  clearly  set  forth,  their  contributions 
to  or  negative  influence  on  value  must  be  described  and 
estimated,  and  the  market .  data  supporting  _the  valuation 
■ "'  ■  ~   "t  be  described  and  esplained; 
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consider  easements,  restrictions,  encumbrances,  leases,  reservations, 
covenants,  contracts,  declarations,  special  assessments,  ordinances, 
or  other  items  or  a  similar  nature; 


or  partial  holding 


:t  otiserve  the  following 

(a)  consider  the  effect  on  use  and  value  of  the  following  factors:  existing 
land  use  regulations,  reasonably  probable  modifications  of  such  land 
use  regulations,  economic  demand,  the  physical  adaptability  of  the 
property,  neighborhood  trends,  and  tfie  highest  and  best  use  of  the 
property; 

(b)  recognize  that  lend  is  appraised  as  thou^  vacant  and  available  for 
development  to  its  highest  and  best  use  and  that  tne  appraisal  of 
improwements  is  based  on  their  actual  o  "" 


(a)  value  the  site  by  an  appropriate  appraisal  method  or  technique; 

(b)  eoUect^^ verify,  analyze,  and  reconcile: 

U)       such   comparable   cost   data   as   ere   available   to   estimate   the 

cost  new  of  the  improvements  (if  any); 
(ii)      such  comparable  data  as  are  available  to  estimate  the  difference 

between  cost  new  and  the  present  worth  of  the  improvements 

(accrued  depreciation); 
(lli)    such  comparable  sales  data,  adequately  identified  and  described, 

as  are  available  to  indicaie  a  value  conclusion; 
(iv)     such  comparable  rental  data   as  are  available  to  estimate  the 

market  rental  of  the  property  being  appraised; 
(v)      such    comparable   operating   expense  data   as   are  available   to 

estimate  the  opeT;ating  expenses  of  the  property  being  appraised; 
(vi)    such  comparable  data  as  are  available  to  estimate  rates  of 

capitalization  and/or  rates  of  discount. 


No  pertinent  information  shall  be  withheld. 
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I  and  expenses  on  rcBSonably  clear 


(0)  when  estimatlnc  the  value  of  ■  leased  fee  estate  or  a  leasetMld  estate, 
consider  and  analyze  the  effect  on  value,  if  any,  of  the  terms  and 
conditions  of  the  leasefs): 

<e)  consider  and  analyze  the  effect  on  value,  if  any,  of  the  assemblact 
of  the  various  estates  or  component  parts  of  a  property  and  refrain 
from  estirriBtinc  the  value  of  the  whole  solely  by  adding  together 
the  individusl  values  of  the  various  estates  or  component  parts; 

(f)  consider  and  analyze  the  effect  on  value,  if  any,  of  anticipated  public 
or  private  improvements,  located  on  or  off  the  site,  to  the  extent 
that  marlcet  actions  reflect  such  anticipated  improvements  as  of 
the  effective  appraisal  dat«; 

(g)  id«nilfy  and  consider  the  appropriate  procedures  and  market 
Information  required  to  perform  the  appraisal,  including  all  physical, 
functional,  and  external  market  factora  as  they  may  affect  the 
appraisal; 


(i)  plans,  specifications,  or  other  documentation  sufficient  to 
identify  the  scope  and  character  of  the  proposed  improvements; 

(11)  evidence  indicating  the  probable  time  of  completion  of  the 
proposed  improvements;  end 

till)  reasonably  dear  and  appropriate  evidence  supporting 
devel^ment  costs,  anticipated  earnings,  occupancy  projections, 
end  the  anticipated  competition  at  the  time  of  completion. 


n  developing  a  real  estate  appraisal,  an  appraiser  must: 

(a)  consider  end  analyze  any  current  Agreement  of  Sale,  option,  or 
listing  of  the  property  being  appraised,  if  such  information  is  available 
to  the  appraiser  in  the  normal  course  of  business; 


consider  and  reconcile  the  quality  and  quantity  of  data  available 
and  analyzed  within  the  approaches  used  and  the  a^lical>ility  or 
suitability  of  the  approaches  used. 
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STANDARD  2 

In  reporting  the  resulls  of  a  real  esUle  appraiMl,  an  appraiser  must 
communicate  each  analysis,  opinion,  and  conclusion  in  a  maimer  that 
is  not  misleadini;. 

STANDARDS  RULES  RELATING  TO  STANDARD  2 


Each  written  or  oral  real  estate  appraisal  report  must: 

t  forth  the  appraisal  ii 


(c)  clearly  end  Bccuralely  disclose  any  cKirsordinary  essuTnption  i 
limiting  condition  that  directly  effects  the  appraisal  and  Indica' 
its  impact  on  value- 


report  must  comply  with  the  following 

(a)  identify  and  descritw  the  real  estate  bcine  appraised; 

(b)  identify  the  real  property  interest  being  appraised; 
state  the  purpose  of  the  appraisal; 

define  the  value  to  be  estimated; 


(f)    describe  the  scope  of  the  appraisal; 


set  forth  the  information  considered,  the  appraisal  procedures 
followed,  and  the  reasoning  that  supports  the  analyses,  opinions, 
and  conclusions; 

set  forth  the  appraiser's  opinion  of.  the  highest  and  best  use  of  the 
real  estate  being  appraised  when  such  en  opinion  is  necessary  end 

appropriate; 
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'    of    the   usual   valuaiio 


iel  toTih  any  additional  inforniBtion  that  may  be  approprieie  to 
stiow  compliance  with,  or  clearly  identiry  and  explain  permitted 
departures  trom,  the  requiremenu  of  Standard  1; 


(1)     include  ■   signed   certification   in  accordance   witti  Standards   Rule 


I  certify  that,  to  the  t>est  of  my  Icnowledge  and  belief: 

the  statements  of  fact  contained  in  this  report  are  true  and 

the  reported  analyses,  opinions,   and   conclusions  are  limited 

only  Dy  the  reported  assumptions  and  limiting  conditions,  and 

'are    my    personal,    unoiesed    professional    an&l\'ses,    opinions, 

and  conclusions. 

I  have  no  (or  the  specified)  present  or  prospective  interest 

in  the   property  that  is  the  subject  of  this  report,  and  I  have 

no    (or    the   specified)   personal  interest   or   bias   with   respect 

to  the  parties  involved. 

my   compensation   is   not    contingent   on   an  action  or  event 

ruulting  from   the  analyses,  opinions,    or   conclusions  in,  or 

the  use  of,  this  report. 

my  analyses,  opinions,   and   conclusions   were  developed,   and 

this  report  has  t>een  prepared,  in  conformity  with  the  Uniform 

Standards  of  Professional  Appraisal  Practice. 

I  have  (or  have  not)  made  a  personal  inspection  of  the  property 

that   is  the   subject   of  this  report.    (If  more  than  one  person 

signs  the  report,  this  certification  must  dearly  specify  which 

individuals  did  and   which   individuals  did  not   malce  a  personal 

inspection  of  the  appraised  property.) 

no  one  provided  significant  pTofessionEl  assistance  to  the  person 

signing  this  report.    (If  there  are  exceptions,  the  name  of  each 

individual   providing   significant    professional   assistance    must 

be  stated.} 


To  the  extent  that  it  is  txith  possible  and  appropriate,  each  oral  real  estate 
appraisal  report  (including  expert  testimony)  must  address  the  suostantive 
matters  set  forth  in  Standards  Rule  2-2. 


1  appraiser   who  signs  a  real  estate  appraisal  report  prepared  by  another. 
—   , — I.,  .k,  ig(^j  jj[  "review  appraiser",   must  accept  fuU  responsibility 
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STAKDARDi 

In  reviewing  ui  apprmisa!  and  reporting  the  results  of  that  review, 
an  appraiser  must  form  an  opinion  as  to  the  adequacy  and 
appropriateness  of  the  report  being'  reviewed  and  must  dear^  ifiirlnnr 
the  nature  of  the  review  process  undertaken. 


STANDARDS  HULES  RELATING  TO  STANDARD  3 


n  appraiser  must  observe  the  following  specific 


(a)  identify  the  report  t>eing  reviewed,  the  real  estate  and  real 
property  interest  being  appraised,  the  effective  date  of  the 
opinion  in  the  report  being  reviewed,  and  the  date  of  the  review; 

(b)  identify  the  scope  of  the  review  process  to  be  conducted; 


form  an  opinion  as  to  the  appropriateness  of  the  appraisal 
methods  and  techniques  used  and  develop  the  reasons  for  any 
disagreement; 

form  an  opinion  as  to  the  correctness  and  appropriateness 
of  the  analyses,  opinions,  and/or  conclusions  in  the  report 
being  reviewed  and  develop  the  reasons  for  any  disagreement.  - 


In  reporting  the  results  of  an  appraisal  review,  on  appraiser  must: 

(a)      disclose  the  nature,  extent,  and  detail  of  the  review  process  . 


,  and   conclusions  required  i 
No  pertinent  information  shall  be  withheld. 
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hi  dcvelopinc  •  rc«l  esut«  uialytis,  ui  uialyst  miBt  be  awsre  or, 
unctentAiKl,  uid  correctly  employ  those  recognised  mcthociE  and 
tectmiques  that  are  neccsMry  to  produce  a  credible  anAlyiii. 


STANDARDS  RULES  RELATING  TO  STANDARD  4 


be  aware  of,  understand,  and  correctly  employ  those  reco^ized 
methods  and  techniques  that  are  necessary  ic  produce  a  credible 
analysts; 

commission 


not  render  analyst  services  in  a  careless  or  neglipent  mar 
such  as  a  series  of  errors  that,  considered  indivieaeUy, 
not  signlficBuily  affect  the  results  of  an  analysis,  but  k\ 
when  considesed  in  the  agsrcfate,  would  be  misleadinE- 


1  analyst  must  observe  the  follewinf 


clearly  identify  the  client's  objective; 

define  the  problem  to  be  considered,  define  the  purpose  and 
intended  use  of  the  analysis,  consider  the  scope  of  the 
Essifnment,  adequately  identify  the  real  estate  under 
consideration  (if  any),  describe  any  special  limiting  conditions, 
and  identify  the  effective  date  of  the  analysis; 


if  the  market  value  of  a  specific  property  is  pertinent 
to  the  analysis  assignment,  an  appreis&l  in  conformance 
with  Standard  1  should  be  included  in  the  data 
coUection. 
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No  pertinent  information  shall  De  withheld. 

apply   the  appropriate  tools  end   lechniques  of  anul\'5U   to   me 
cUiB  coUecteC: 

base    all     projections    on    reasonably    clear    and    appropriate 
evidence. 


In  developing  a  reaJ  estate  ■nal^■sts,  an  analyst 
specific  analysis  Euidelines  when  a  conclusion  or 
by  the  nature  or  the  assi^ment: 


>  achieve   the   client's 


t  of  action  to  achieve  the  clien:^ 


(a1      define  and  delineate  the  market  area; 
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(a)  consider   ind  •naJyu   trie   quanliiy   end  quaiitv  of  the  income 

(b)  consitter  and  BiMlyze  ifie  history  of  expenses  and  reserves: 

(c)  consider  and  analyze  financing  availaQilily  and  lerms; 

(d)  select  and  support  the  appropriate  method  of  processing  the 


(c)  consider  and  analyze  the  cash  flow  retum(s}  and  reversionCs) 
to  the  specified  investment  position  over  e  projected  time 
periodCsl. 


(a)      prepare  a  complete  market  analysis; 


U]  consider    and    analj-ze    the    probable    costs    of    each 

alternative; 
(11)         consider  and  analyze   the  probability  of  alterinc  any 

constraints  to  aacli  alternative;  

(lii)        consider  and  analyze  the  probable  outcome   of  each 

altemsiive. 

STAHDABDS    ■ 

ta  r«portin(  the  rMulti  of  a  real  eiUte  analysis,  an  analyst  mi»t 
communicate  each  analysis,  opinion,  and  condiaion  in  a  manner 
that  ii  not  miileadinc. 

STAKDAiDS  EDLES  RELATING  TO  STAKDAUD  5 


ir  oral  analysis  report  must: 

t  torih  t 


contain    sufficient    information    to  «nable   the   person(s)   i 
receive  or  rely  on  the  report  to  understand  it  properly; 
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clearly  and  accuraiely  disclose  any  e):iraoroinary  assumption 

or  limiting  condition   that   directly  affects   tne   analysis   end 

indicate  its  impact  on  tfie  final  conclusion  or  recommendation 
lir  any). 


e  following  specific  reporting 


define  the  problem  to  tie  considered; 
state  the  purpose  of  the  analysis; 


(e)      describe  the  scope  of  the  assignment; 


set  forth  the  information  considered,  the  analysis  procedures 
followed,  and  tlie  reasoning  that  supports  the  analyses,  opinions. 


■  recommendations 


set  forth  any  additional  information  that  mey  be  appropriate 
to  show  compliance  with,  or  clearly  Identify  and  explain 
permitted  departures  from,  the  requirements  to  Standard  4; 


a  certification  that  is  similar 

1  certify  that,  to  the  best  of  my  knowledge  and  belief: 

the  statements  of  fact  contained  in  this  report  are  true 
and  correct. 


Digitized  by  Google 


14 

the  reponed  analyses,  opinions,  and  conclusions  ere  limited 
only  Dy  the  reported  assumptions  and  limitinc  conditions, 
and  ere  my  personal,  unDiased  protessional  analyses, 
opinions,  and  conclusions. 

1  have  no  (or  the  specified)  present  or  prospective  interest 
in  the  property  (if  any)  that  is  the  suOject  of  this  report, 
and  1  have  no  (or  the  specified)  personal  interest  or  bias 
with  respect  to  the  parties  involved, 

my  compensation  is  not  (or  is}  continErent  on  an  action 
or  event  resulting  from  the  analyses,  opinions,  or 
conclusions  in,  or  the  use  of,  this  report.  (If  the 
compensation  Is  contir^ent,  the  basis  of  such  contingency 
must  be  erplained.l 

my  analyses,  opinions,  and  conclusions  were  developed, 
and  this  report  has  been  prepared,  in  conformity  with 
The  'Dniform  Stanoards  of  ProfessionsJ  Appraisal  Practice. 
]  have  (or  have  not]  made  a  personal  inspection  of  the 
;H-operty  (if  any)  that  is  the  suOject  of  this  report.  (If 
more  than  one  person  signs  the  report,  this  certification 
must  clearly  specify  which  individuals  did  end  which 
individuals  did  not  make  a  personal  inspection  of  the 
property.) 

no  one  provided  sipiificant  professional  assistance  to 
the  pe-'son  signing  this  report.  (If  there  are  exceptions, 
the  nerne  of  each  individual  providing  significant 
professional  assistance  must  be  stated.) 


othe  enent  that  It  is  both  possible  and  appropriate,  each  oral  analysis 


STASDtLRD  B 

bi  developing  and  reporting  a  mam  appraisal  for  ad  valorem  Ux 
purposes,  an  appraiser  must  be  aware  of,  understand,  and  correctly 
employ  those  r«R%nized  methods  and  teehniquaa,  that  arc  necessary 
to  produce  and  communicate  credible  appraisals  within  the  context 
of  the  property  lax  laws. 


STAHDASI>5  RULES  REI^ITNG  TO  STAND&SD  B 


i  appraisal  for  ad  valorem  tax  purposes,  an  a^raiser 
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t>e  awar«  of,  understand,  and  correctly  employ  those 
methods  and  techniques  that  are  necessary'  to  produc 
appraisal  1 


not  render  en  appraisal  in  a  careless  or  negligent  manner; 

employ  those  recognizee  mass  appraisal  procedures  and 
techniques  that  are  necessary  lo  minimize  errors  in  the  data 
and  analyses; 


employ  those  recognized, 
and  techniques  that  are 
of  accuracy  are  maintained. 


ireloping  s  mass  appraisal  for  ad  valorem  tax  purposes,  an  appraiser 

(a)  adequately  identify  the  real  estate,  identify  the  real  property 
interest  under  consideration,  define  the  purpose  and  intended 
use  of  the  appraisal,  consider  the  scope  of  the  sppraisal,  describe 
any  special  limitiriE  conditions,  and  identify  the  effective 
date  of  the  appraisel; 

(b)  define  the  value  being  considered; 

if   the   value  to   be   estimated   is   market   velue,   the   appraiser 
must  clearly  indicate  whether  the  estimate  is  the  most  probable 


(iii}    in  such  other  terms  as  may  be  precisely  defined; 


consider  .  whether  an  appraised  fractional  interest,  physical 
segment,  or  partial  holdins  contributes  pro  rata  to  the  value 
of  the  whole,  if  apfilicablc; 

identify  and  consider  any  personal  property,  fixtures  or 
intangible  items  that  ere  not  real  property  but  are  included 
in  the  appraisal. 
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s  apprais&l  for  ad  valorem  tax  purposes,  ui  appraiser 


consider  the  effect  on  use  and  value  of  the  foUowins  factors: 
extstitiG  land  use  regulations,  reasonably  probsOle  modi  fi  cat  Ions 
of  sucn  land  use  refulsiions,  econoniic  demand,  the  ph^'sical 
adaptaOility  of  the  property,  neightMrhood  trends,  and  the 
highest  and  bast  use  of  the  property; 

recopiize  that  land  is  appraised  as  though  vacant  and  available 
for  development  to  its  highest  and  best  use  and  that  the  appraisal 
of  improvemenu  is  based  on  their  actual  contribution  to  the 


ig  a   mass   appraisal  for   ad  valorem   tftX  purposes,  an 

value  the  site  by  an  appropriate  method  or_ technique; 
collect,  verify,  anal%-2c,  and  reconcile: 

(i)  such  comparable  cost  data  as  are  available  t< 

the  cost  ne»f  of  the  improvement  (if  onyt; 
(ii)        such    comparable   data   as   are  available   to   estimate 

the  difference  between  cost  new  and  the  present  worth 

of  the  improvements  (accrued  depreciation); 
(iii)       such    comparable    soles    date,    adequately    identified 

and    described,    as   are    available   to    indicate   a    value 

conclusion; 
(iv)         such  comparable  rental  data  as  are  available  to  estimate 

the  market  rental  of  the  property  being  appraised; 
(v)  such  comparable  operating  expense  date  as  are  available 

to   estimate    the   operating   expanses,  of  the   property 

being  appraised; 
(vi)        such    comparable    data    as    are   available   to   estimate 

rates  of  capitalization  and/or  rates  of  discount. 

No  pertinent  information  shall  be  withheld. 


E  value  of  a  leased  fee  estate  or  e  leasehold 
id  analyze   the   effect   on   value.   If  any,   of" 
IS  and  conditions  of  the  lease; 
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■  and  anelyze  the  effect  on  value,  if  any,  of  the 
assemtjlape  of  the  various  estates  or  component  parts  of  a 
property  and  refrain  from  estimating  the  value  of  tne  whole 
solely  Dy  adding  together  the  individual  values  of  the  various 
estates  or  component  parts; 

If)  consider  and  analyze  the  effect  on  value,  if  any,  of  anticipated 
putdic  or  private  improvements,  located  on  or  off  the  site, 
to  the  extent  that  market  actions  reflect  such  anticipated 
improvements  as  of  the  effective  appraisal  date; 

(g)  identify  and  consider  the  appropriate  procedures  and  market 
information  to  perform  the  enx'Kisal,  including  all  physical, 
functional,  and  enemal  market  factors  as  they  may  affect 
ttie  appraisal; 


reasonably  clear  and  appropriate  evidence  supporting 
development  costs,  anticipated  earnings,  occupancy 
projections,  and  the  anticipated  competition  at  the 
time  of  completion. 


In  developing  a  mass  appraisal  for  ad  valorem  tax  purposes, 


consider  and  analyze  any  current  agreement  of  sale,  optioit, 
or  listing  of  the  property  Being  appraised,  if  such  information 
is  evaiUhle  to  the  appraiser  in  the  normal  course  of  Dusiness; 


any  prior  sales  of  the  property  being 


consider  and  reconcile  the  quality  and  quantity  of  data  avaUable 
and  analyzed  within  the  approaches  used,  and  the  adaptability 
or  suitability  of  the  approaches  used. 


Mass  appraisals  for  ad  valorem  tax  purposes  must  be  supported  by 
documentation  that  is  reasonably  accessible  to  the  public  and  communicated 
■in  ways  that  are  not  misleading.  Documentation  may  be  in  the  form  of  (1) 
records  and  files  tn  electromagnetic,  mi  orographic,  paper,  or  other  storage 
media,  (2)  reports,  [3]  manuals,  (4)  regulations,  (5)  statutes,  or  other 
acceptable  forms.  The  documentation  should  substantially  conform  to  the 
factual  reoulrements  of  Standards  Rule  1-Z.  .Appraisals  for  ad  valorem  tax 
purposes  should  be  certified  in  a  manner  consistent  with  law  and  with  generally 
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STANDAKD I 

hi  drveleiMiic  ■  penonai  property  ap(ruMl,  an  uppniMT  m;Bl  t>e 
■ware  o[,  wiOemaiMl,  and  correctly  employ  thoae  recopiised  methods 
and  tectmiques  thai  are  neceaiary  to  produce  a  credible  appraisal. 


STAHDARDS  RULES  RELATING  TO  STAKDAED  7 


tveloping  a  personal  property  appraisal,  an  appraiser  must: 

(a)  be  ew&re  ol,  untterstand.  and  correctly  employ  those  reco^ized 
methods  and  techniques  thai  are  necessary  to  produce  a  credible 
BppTftissl; 

or    commission 


<c)  not  render  apprsisal  services  in  a  careless  or  negligent  manner, 
such  as  a  series  of  errors  that,  considered  individually,  may 
not  siEnificsntly  ailect  the  resula  ol  an  appraisal,  but  which, 
when  considered  in  the  assreEBte,  would  be  misleading. 


e  of  the  et^raisal,  including 


I   appropriate   appraisal   method    i 
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coUect.  verif>',  analyze  and  reconcile  such  data  as  are  available, 
adequately  identified  and  described,  to  indicate  a  value 
conclusion: 

No  pertinent  inCormation  stiall  be  withheld. 


when  appU cable, 


(a)      any  relevant  darnage  □■ 


the  importance  of  the  objeci(s)  es  compared  to  other  item! 
of  the  same  type  and  classification,  or  as  relaiinc  to  an  artisf; 
total  work,  or  as  enhancing  other  parts  of  a  specific  collection; 

any  historical  factors  (provenance)  which  would  affect  value; 

the  market  acceptability  of  the  style  and  scale  of  the  object(s); 


(f)      any  prior  sales  of  the  oOject<s)  being  appraised. 

STANDAES8 

In  reporting  the  results  of  a  petsonal  proper^  appraisal,  an  appraiser 
must  conuDunicate  «ach  analysis,  opiniaa,  and  conclusion  in  a  manner 
ttmt  is  not  miilesdnK. 

STAMDABDS  EULES  RELATING  TO  STABDARD  8 

S.ILS*! 

Each  written  or  oral  personal  property  appraisal  report  must: 

(a)  clearly  and  accurately  set  forth  the  appraisal  in  a  maimer 
that  will  not  be  misleading; 

(b)  .  contain    sufficient    information    to   enable    the   person(s)   vitio 

receive  or  rely  on  the  report  to  understand  it  properly; 

(c)  clearly  and  accurately  disclose  any  extraordinary  assumption 
or  limiting  condition  that  directly  affects  the  appraisal  and 
indicate  its  impact  on  value.  .  . 
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comply    with   the 

identify  ant)  describe  the  peraonal  property  beint;  spjwaisedi 
state  trie  purpose  and  scope  of  the  appraisal; 
define  the  value  to  be  estimated! 

r  the  appraisal  and  the  date  of 


where  appropriate,  set  forth  the  information  considered,  the 
appraisal  procedures  followed,  and  the  reasoning  thai  supports 
ttie  analyses,  opinions,  conclusions  and  valuations: 

when  analysis  of  comparable  sales  is  one  of  the  methods  used 
in  the  eppraisal  of  penonal  property  for  sale  purposes,  carefully 
document  the  sales  and  analysis; 

set  forth  any  additional  information  that  may  be  appropriate 
to  show  compliance  with,  or  clearly  identify  and  explain 
permitted  departures  from,  the  requirements  of  Standard  1; 

include  ■  signed  certification  in  accordance   with   Standards 


t  contain  a  certification 


I  certify  that,  to  the  best  of  my  loiowledge  and  belief: 

the  statements  of  fact  contained  in  this  report  are  true 

end  correct. 

the  reported  analyses,  opinions,  and  conclusions  ere  limited 

only  by  the  reported  assumptions  and  limiting  conditions, 

and    are    my    personal,    unbiased    professional    analyses, 

opinions,  and  conclusions. 

I  have  no  (or  the  specified)  present  or  prospective  interest 

in   the   property  that   is   the  subject   of   this  report,   and 

I  have  no  (or  the  specified)  personal  interest  or  bias  with 

respect  to  the  parties  involved. 
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my  compensation  is  not  contingent  on  an  action  or  event 
resulting  from  the  analyses,  opinions,  or  conclusions 
in,  or  the  use  of,  this  report. 

my  analyses,  opinions,  and  conclusions  were  developed, 
and  this  report  has  been  prepared,  in  conformity  with 
the  Dniform  Standards  of  Professional  Appraisal  Practice. 
I  have  (or  have  not)  made  a  personal  inspection  of  th* 
personal  property  that  is  the  subject  of  this  report.  (If 
more  than  one  person  signs  the  report,  this  cerdfieetion 
must  clearly  specify  which  individuals  did  and  which 
individuals  did  not  make  ■  personal  inspection  of  the 
appraised  property.) 

no  one  provided  significant  professional  assistance  to 
the  person  signing  this  report.  (If  there  are  exceptions, 
the  name  of  each  individual  providing  significant 
professional  assistance  must  be  stated.) 


To  the  extent  that  it  is  both  possible  and  rppropriate,  each  oral  personal 
property  appraisal  report  (includinj  expert  testimony)  must  adaress  the 
'  e  matters  set  forth  in  Standards  Rule  E-2. 


BUSINESS  ASSETS:  Tangible  and  intangible  resources  other  than 
personal  property  and  real  estate  that  are  employed  by  a  business  enterprise 
in  its  operations. 


Iq  devsliqnng  a  business  Appraisal,  an  appraiser  must  be  aware  of, 
understand,  and  correctly  employ  those  recognized  mettndE  and 
tectmiqiHB  tlwt  are  neeesary  to  produce  a  cretfiblc  a;^>raisaL  .  . 
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STAKDAADS  RULES  RELATING  TO  STAKDARD  > 

SJL9-I 

In  devsloping  b  tmstness  appraisal,  an  appraiser  must: 

(al  be  aware  of,  untleratand,  and  correctly  employ  those  recognized 
methods  and  techniques  that  are  necessary  to  produce  a  credil^le 
appraisal: 

commission  that 


not  render  appraisal  services  in  a  careless  or  neclieent  manner, 
sucti  as  a  series  of  errors  that,  considered  individually,  mey  not 
sienificantly  affect  the  results  of  an  appraisal.  But  which,  when 
considered  in  lite  aggregate,  would  be  misleading. 


1  appraiser  must  observe  the  following 


(ft)  adequately  identify  the  business  enterprise,  assets,  or  equity  under 
consideration,  define  the  purpose  and  the  intended  use  of  the  appraisal^ 
consider  the  scope  of  the  appraisal,  describe'  any  special  Jimiting 
emuStioRS,  and  identify  the  effective  date  of  the  appraisal; 

<b)    deflne  the  value  being  considered. 


(I)  if  the  appraisal  concerns  a  business  enterprise  or  equity 
interests,  consider  any  buy-seQ  agreements,  investment  lener 
stock  restrictions,  restrictive  corporate  charter  or  partnership 
agreement  clauses,  and  any  similar  features  or  factors  that 
may  have  an  influence  on  value. 

(ii)      if  the   appraisal  concerns   assets,   the  appraiser  must  consider 
whether  the  assets  are: 
(1)    appraised  independently;  or 
(Z)    appraised  as  parts  of  a  going  concern. 

tiii)  if  the  appraisal  concerns  equity  interests  in  a  business  enterprise, 
consider  whether  the  interests  are  appraised  on  a  majority 
□r  minority  basis. 

S.S.9-3 

h  developing  a  business  appraisal  relating  to  a  majority  interest  in  a  business 
enterprise,  an  appraiser  must  investigate  the  possibility  that  the  business 
enterprise  may  have  a  higher  value  in  liquidation  than  for  continued  operation 
as  a  going  concern.  If  liquidation  is  the  indicated  basis  of  valuation,  any 
real  estate  or  personal  property  to  be  liquidated  must  be  valued  under  the 
appropriate  standard. 
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must  observe  tfie  following 
:   equity    by   an   appropriate 


(b)    collect  and  analyze  relevant  data  regarding: 


(U       tha  nature  and  history  ot  tJ 

(U)     financial    and    economic    conditions    affecting    the 

enterprise,  its  industry,  and  the  general  economy! 
(lil)     past   results,   current   operations,   end   future  prospects   of   the 

Business  enterprise; 
<iv)     past  sales  of  capital  stock  or  partnership  interests  in  the  business 

enterprise  t>eing  appraised; 
tv)     sales  of  similar  businesses  or  capital  stock  of  publicly  held 

similar  businesses; 
(vi)     prices,  terms,  and  conditions  affecting  past  sales  of  simitar 

business  assets; 
(vli)    physical   condition,   remaining   life   expectancy,  and   functional 

and  economic  utility  or  obsolescence. 

No  pertinent  Information  shall  be  withheld. 

S,R.9-5 

bt  developing  a  business  appraisal,  an  appraiser  must: 


(b)    consider  and  reconcile  the  quality  and  quantity  of  data  avaUable 
for  analysis  within  the  eniroaches  that  are  applicable. 

5TANDAB0  10 

In  reporting  the  results  of  a  bisiness  appraisal,  an  appraiser 
must   communicate   aach   analysis,   opinion,   and  condimon   in 


STANDARDS  RDLES  SELATEKG  TO  STANDARD  10 

S.R.10-1 

Each  written  or  oral  business  appraisal  report  must: 

t  forth  the  appraisal  in  a  manne 
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(cl  clearly  and  accurately  disclose  any  extraordinBry  assumption  or 
limiting  condition  that  directly  affects  the  appraisal  and  indicate 
its  impact  on  value. 


(b)  state  the  purpose  of  the  appraisal. 

(c)  define  the  value  to  be  estimated, 
le  appraisal  and  the  date  of  the 

(•)    describe  the  scope  of  the  appraisal. 


(g)  sat  forth  the  information  considered,  the  appraisal  proceda-cs 
followed,  and  the  reasonins  that  supports  the  analj'ses,  opinions 
and  conclusions. 

(h)  set  forth  any  additional  information  that  may  be  appropriate  to 
show  compliance  with,  or  clearly  identify  end  explain  permitted 
departures  from,  the  requirements  of  Standard  9. 

(i)     include  a  certification  in  accordance  with  S.R.  JD-3. 


:  contain  a  certification  that 


I  certify  that,  to  the  best  of  my  knowled^  and  belief: 

the  statements  of  fact  contained  in  this  report  are  true  and 

the  reported  analyses,  opinions;  and  conclusions  are  limited 
only  by  the  reported  assumptions  and  limitins  conditions,  and 
are  my  personal,  unbiased  professional  analyses,  opinions, 
and  conclusions. 
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■   prospective   interest 
i  report,  utti  I  have 

r  bias  witn  respect 


I   have   no   (or   the   specified)   present   o; 

in  the  property  that  is  the  subject  of  t 

no   (or   ttie  specified)  personal  interest  i 

to  the  parties  involved. 

my    compensation    is   not    contingent   on   on  action  or  event 

reaultins    from    the    analyses,    opinions,   or    conclusions   in,    or 

the  use  ol,  this  report. 

Riy  analyses,  opinions,   and   conclusions   were   developed,  and 

this  report  has  been  prepared,  in  conformity  with  the  Unlforni 

Standards  of  Professional  Appraisal  Practice. 

no  one  provided  significant  professional  assistance  to  the  person 

sienine  this  report.    (If  there  are  exceptions,  the  name  of  each 

individual    providing   siEnificanI    professional    assistance    must 

be  stated.) 


To  the  extent  that  it  is  both  possible  and  appropriate,  each  oral  business 
appraisal  report  (including  expert  testimony)  must  address  the  substantive 
matters  set  forth  in  S.R.  10-!. 


An  appraiser  who  s^ns  a  business  appraisal  report  prepared  by  another, 
even  under  the  label  "Review  appraiser",  must  accept  full  req>onsibiUiy  for 
a  of  this  report. 
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EXPLANATORY  COMMEKTS 

RELATING  TO  THE 

CHIFORK  STANDARDS  OP  PROFESSIONAL  APPRAISAL  PRACTICE 


7o  provide  additional  information  concerning  ihe  Dackcround,  interpretation, 
«r  appbcatjon  at  a  StandBTdt  Rule,  ttwae  Explanatory  Comments  Relating 
TO  the  Dnitorm  Standard!  of  Professional  Appr&iul  Practice  are  adopted. 

Explanatory  Comments  have  Men  developed  for  Standards  Rules  for  which 
additional  explanation  and  interpretation  mi^t  prove  to  be  helpful.  There 
are  no  Explanatory  Comments  tor  Standards  Rules  that  are  axiomatic 
or  have  not  yet  re(;uired  further  explanation;  however,  additional 
Explanatory  Comments  wiU  be  developed  and  others  supplemented  or 
revised  ai  the  need  arises. 


COMPETENCY  PfiOVlSlOH 

Commgit  on  Corooetencr  Provision 

Since  the  backcround  and  experience  of  aF^raisert  varies  widely  and  a 
lack  of  toiowledfe  or  experience  can  lead  to  inaccurate  or  inappropriate 
af^raicab,  the  competency  provision  requires  an  appraiser  to  have  both 
the  tfflowladEe  and  the  e:q>crience  required  to  perform  a  specific  a^iralaal 
service  competently.  If  an  appraiser  is  offered  the  opportunity  to  perform 
an  appraisal  service  but  lacks  Ihe  necessary  knowledge  or  experience 
to  complete  It  compeiently,  the  appraiser  must  disclose  his  or  her  lack 
of  laiowlei^  or  experience  to  the  client  prior  to  accepting  the  assignment 
and  then  take  the  necessary  or  appropriate  steps  to  complete  the  appraisal 
lenicc  competently.  This  may  be  accomplished  in  various  ways  including, 
but  not  limited  to,  personal  study  by  the  appraiser;  association  with  an 
appraiser  reasonably  believed  to  have  the  necessary  loiowledge  or 
experience;  or  retention  of  others  who  possess  the  required  knowledge 
or  e:q>erience.  If,  in  the  course  of  performing  en  apprusol  service,  an 
■^raiser  discovers  that  he  or  she  lacks  the  required  knowledge  or 
experience,  the  appraiser  must  immediately  take  all  ^iropriate  steps 
to  remedy  the  deficiency. 

The  concept  of  competency  also  extends  to  appraisers  who  are  requested 
or  required  to  travel  to  geographic  areas  wherein  they  have  no  recent 
appraisal  experience.  An  appraiser  preparing  an  appraisal  in  an  unfamiliar 
location  must  spend  sufficient  time  to  understand  the  nuances  of  the  local 
market  and  the  supply  and  demand  factors  relating  to  the  specific  property 
type  and  the  location  involved.    Such  understanding  will  not  be  imparted 
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solely  from  a  consideralion  of  tisrd  data  such  as  demc^apnics.  cosu. 
sales  and  rentals.  The  necessary  understanding  of  local  marl:el  condilions 
provides  the  brieve  tietween  a  sale  and  a  comparable  sale  or  a  rental  and 
s  comparable  rente).  If  an  appraiser  is  not  in  a  position  to  spend  the 
necessary  amount  of  lime  in  a  market  area  to  obtain  this  understanding, 
affiliation  witti  a  qualified  local  appraiser  may  be  the  appropriate  response 
to  ensure  the  development  of  a  competent  ac^raisal. 


DEFAKTXJBE  PROVISIOH 

Comment  oti  Dcbarture  Provision 

Before  making  a  decision  to  enter  into  an  agreement  for  e[qiraiMl  services 
callint;  tor  a  departure  from  a  specific  appraisal  guideline,  an  appraiser 
must  use  extreme  care  to  determine  whether  the  scope  of  the  appraisal 
service  to  be  performed  is  so  limited  that  the  resulting  analysis,  opinion, 
or  conclusion  would  tend  to  mislead  or  confuse  the  client,  the  users  of 
the  report,  or  the  public.  For  the  purpose  of  this  provision,  users  of  the 
report  might  include  parties  such  as  lenders,  employees  of  government 
agencies,  limited  partners  of  a  client,  and  a  client's  attorney  and 
accountant.  In  this  context  the  pirpose  of  the  appraisal  and  the  anticipated 
or  possible  use  of  the  report  are  criticaL 

If  an  appraiser  enters  into  an  agreement  to  perform  an  appraisal  service 
that  cal^  for  something  less  than,  or  different  from,  the  work  that  would 
otDerwise  be  required  by  the  specific  a^^raisal  guidelines,  S.IL  2-2(k), 
5-2(0,  S-2<h),  and  ICKZth)  require  that  this  fact  be  clearly  and  accurately 
set  forth  in  the  report. 

An  appraiser  must  use  ertreme  care  in  delermining  whether  lo  enter  into 
an  agreement  calling  for  a  report  that  is  something  less  than,  or  different 
from  the  complete  report  that  would  otherwise  be  required  by  the  specinc 
reporting  guidelines.  If  the  limited  scope  of  the  report  would  tend  to 
mislead  or  confuse  the  client,  the  users  of  the  report,  or  the  public,  the 
appraiser  must  not  enter  into  such  agreement. 

The  requirements  of  the  departure  provision  may  be  satisfied  by  the 
technique  of  incorporating  by  reference.  For  example,  if  an  a^ralscr's 
complete  file  was  introduced  into  evidence  at  a  public  hearing  or  public 
trial  and  the  appraiser  subsequently  prepared  a  on^^wge  report  that  (1) 
identified  the  property,  (2)  stated  the  value,  and  (3)  stated  that  the  value 
conclusion  could  not  be  properly  understood  without  reference  to  his  or 
her  complete  fOe  end  directed  the  reader  to  the  complete  Hie,  the 
requirements  of  the  departure  provision  would  be  satisfied  If  the  appraiser* 
complete  file  contained,  in  coherent  form,  all  the  data  and  statements 
that  are  required  by  the  Uniform  Standards  of  Professional  Appraisal 
Practice.  Another  example  would  be  an  updated  report  that  expressly 
incorporated  by  reference  all  the  background  date,  market  conditions. 
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DEFOnnONS 

Commant  on  Deflnitioni 

In  the  Definitions  adopted  for  the  Dnilorm  Stvidards  of  Professional 
Appraisal  Practice,  three  terms  are  used  to  encompass  the  work  performed 
by  appraisers  in  the  martcetplace:  analysis,  appraisal,  end  review.  These 
terms  are  intentionally  generic.  These  standards  are  inienoed  to  apply 
to  ell  appraisal  practice,  and  the  use  of  other  nomenclature  Dy  an  appraiser 
(e^.  counseling,  evaluation,  study.  suDmissioh,  valuation)  does  not  exempt 
an  appraiser  from  adherence  to  these  standards. 


STAKDASJ]! 

In  dcvalopinB'  a  real  estate  appraisal,  an  appraiser  must  be  awar« 
of,  undenand,  and  corT*cdy  amploy  ttiose  recognizad  methods 
and  tectmiQues  that  ara  naccnary  to  produce  ■  credible  a^raisal. 


General  Comment 

Standard  1  is  directed  tavrard  the  mhstantive  aspects  of  developing  a 
competent  appraisal.  The  requirements  set  forth  in  S.H..  1-i,  the  appraisal 
guidelines  set  forji  in  S.R.  1-2,  1-3,  !-■;,  and  the  requirements  set  forth 
in  S.R.  1-5  fene-'ally  mirror  the  appraisal  process  in  the  order  of  topics 
addressed  and  can  be  usad  By  appraisers  end  the  users  of  appraisal  services 
as  a  convenient  checUist. 


EXPLANATORY  COMMENTS  RELATING  TO  STANDARD  1 

Comment  5.R.  l-l(a) 

This  rule  recognizes  that  the  principle  of  change  continues  to  affect  the 
manner  in  which  appraisers  perform  appraisal  services.  Changes  and 
davelapments  in  the  real  estate  field  heve  a  suCstantial  impact  on  the 
appraisal  profession.  Important  changes  in  the  cost  and  manner  of 
connniciing  and  marketing  commercial,  industrial,  and  residential  real 
estate  and  changes  in  the  legal  framework  in  which  real  property  rights 
and  interests  are  created,  conveyed,  and  mortgaged  have  resulted  in 
corresponding  changes  in  appraisal  theory  and  practice.  Social  change 
has  also  had  an  effect  on  appraisal  theory  and  practice.  To  keep  abreast 
of  these  changes  and  developments,  the  real  estate  appraisal  profession 
is   constantly    reviewing   and    revising    appraisal    methods   an 
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■nd   devisine   new    methods   and   lechniques   to   meet   new   circumstances. 

For  mis  reason  it  is  not  sufficient  for  appraisers  to  s 
skills  and  the  knowledge  they  possess  when  ttiey  becon- 
appraiser  must  continuously  improve  his  or  her  skills  ti 
in  the  real  estate  appraisal  profession. 

S.R.  1-lfb) 


In  performing  appraisal  services  an  appraiser  must  be  certain  that  the 
gsttierinc  °^  factual  information  is  conducted  in  a  manner  that  is 
sufficiently  diligent  to  ensure  that  the  data  Uist  would  have  «  material 
or  si^ficanl  effect  on  the  resulting  analyses,  opinions,  or  conclusions 
ere  considered.  Further,  an  appraiser  must  use  sufficient  care  in  analyzing 
such  data  to  avoid  errors  that  would  significantly  affect  his  or  her  analyses, 
opinions,  and  conclusions. 

Comment  S.R.  l-l(c) 

Perfection  is  impossible  to  attain  and  competence  does  not  require 
perfection.  However,  an  appraiser  must  not  render  appraisal  services 
in  a  careless  or  neg-lii^nt  manner.  This  rule  requires  an  appraiser  to  use 
due  diligence  and  due  care,  and  tlie  fact  that  the  carelessness  or  neglifence 
of  an  appraiser  has  not  caused  an  error  that  sifmificantly  affects  his  or 
her  analyses,  opinions,  or  conclusions  and  thereby  seriously  harms  a  client 
or  e  third  party  does  not  excuse  sucfi  carelessness  or  negligence. 

Comment  S.R-  1-al. 


Jor  certain  types  of  appraisal  assignments  in  which  a  legal  definition 
of  market  v^ue  has  been  established  and  takes  precedence,  the 
Jurisdictional  Exception  may  a^^ly  to  this  guideline. 

Comm«rt  SJL  l-2(d) 

This  guideline  do^~not  require  an  appraiser  to  value  the  whole  when  the 
subject  of  the  appraisal  is  a  fractional  interest,  a  physical  segTnent,  or 
a  partial  holding.  However,  if  the  value  of  the  whole  is  not  considered 
in  the  analysis,  the  appraisal  must  clearly  reflect  that  the  value  of  the 
property  being  appraised  cannot  Eic  used  to  estimate  the  value  of  the  whole 
Dy  mathematical  extension. 

Commwit  S.R.  l-3(>) 

Tiiis  guideline  sets  forth  a  list  of  factors  that  affect  use  and  value.  In 
considering  neighborhood  trends,  an  appraiser  must  avoid  stereotyped 
or  biased  assumptions  relating  to  race,  age,  color,  religion,  gender,  or 
national  origin  or  an  assumption  that  racial,  ethnic,  or  religious  homc^eneliy 
is  necessary  to  maximize  value  in  a  neighborhood.  Further,  an  appraiser 
must  avoid  maidng  an  assumption  or  unsupported  premise  about 
neighborhood  decline,  effective  age,  and  remaining  life.  In  considering 
highest  and  best  use,  an  appraiser  should  develop  the  concept  to  the  extent 
that  is  required  for  a  proper  solution  of  the  appraisal  problem  being 
considered. 
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^ il  S^  l-3(b) 

Tius  ^oelute  may~be  modified  lo  reflect  the  fad  thai,  in  various  lepBl 
and  practical  situations,  a  site  mey  have  a  contritHiiory  value  that  differs 
Irom  the  value  as  if  vacant. 

Comnigit  S.R.  ]-Wc) 

Ttiu  guideline  requiret  an  appraiser,  in  develtqiine  income  and  expense 
natarnenu  and  cash  flow  projeciiont,  to  wei^  historical  Information 
and  trends,  current  market  factors  aflectinc  such  trends,  and  anticipated 
events  such  as  competition  from  developments  under  construction. 

ComntCTt  SJL  l-4<g) 

Although  the  value  of  the  whole  may  be  equal  to  ttie  sum  of  the  separate 
estates  or  parts,  it  also  may  be  greater  than  or  less  than  the  sum  of  such 
estates  or  parts.  Therefore,  the  value  of  the  whole  must  be  tested  by 
reference  to  appropriate  market  data  end  supported  by  an  appropriate 
analysis  of  such  data. 

A  simOar  procedure  must  be  followed  when  the  value  of  the  whole  has 
been  esuttlished  and  ttie  appraiser  seeks  to  estimate  the  value  of  a  part. 
The  value  of  any  such  part  must  be  tested  by  reference  to  appropriate 
market  data  and  supported  by  an  appropriate  analysis  of  such4ata. 


jurisdictions,    the 
n  may  a[^iy  to  this  guideiine. 

Comment  S.R.  l-4thl 

Ttie  evidence  required  to  be  examined  and  maintained  under  this  fuideline 

may  Indudc  such  items  as  contractor^  estimatas  relating  to  cost  and 

the  time  required  to  complete  construction,  market,  and  feasibility  studies, 

aerating    cost    data,    and    the    history    of   recently    completed   similar 

developments. 


la  rapottins  the  rosultt  of  a  real  estate  appraisal  an  appraiser  mist 
communicate  each  analysia,  c^union,  and  condisitn  in  a  mannc 
that  is  not  misleadinff. 

QaawaJ  Commant 

2  governs  the  form  and  content  of  the  report  that 
s  o'  an  ^ipraisal  to  a  client  and  third  parties. 
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EXPLANATORY  COMMENTS  RELATING  TO  STAHDABD  2 

Comment  S.IL  i-ll«) 

Since  most  reports  are  used  and  relied  upon  by  tnird  parlies. 

considered  edequete  by  the  appraiser's  client  may  not  be  surficient.    An 

appraiser  must  take  eKtreme  care  to  make  certain  tttal  his  or  her  reports 

will  not  [»e  misleading  in  the  marketplace  or  to  the  public. 

sJt.  a-Kb) 


A  failure  to  observe  tJiis  rule  could  cause  a  client  or  other  users  of  the 
report  to  make  a  serious  error  even  though  each  analysis,  opinion,  and 
conclusion  in  the  report  is  clearly  and  accurately  slated.  To  avoid  this 
problem  and  the  dang-ers  it  presents  to  clients  and  other  users  of  reports, 
S.R.  2-l(b)  requires  an  appraiser  to  incluoe  in  each  report  sufficient 
informetion  to  enable  the  reader  to  understand  it  properly.  AH  reports, 
both  written  and  oral,  must  clearly  and  accurately  present  the  analyses, 
opinions,  and  conclusions  of  the  appraiser  in  sufficient  depth  and  detail 
to  address  adequately  the  sigruficance  of  the  specific  appraisal  problem. 

Comment  S.R.  ^-l(c) 

Examples  of  extraordinary  assumptions  or  conditions  mi^t  include  items 
such  as  the  execution  of  a  pending  lease  agreement,  atypical  financing, 
or  completion  of  onsite  or  offsite  improvements.  In  a  written  report  the 
disclosttre  would  be  required  in  conjunction  with  statements  of  each  analysis, 
opinion,  or  conclusion  that  is  affected. 

Comment  S-R.  2-2<«)  Bng  S.R.  i-Mb) 

These  two  guidelines  are  essential  elements  in  any  report.  loentifying 
the  real  estate  can  be  accomplished  by  any  combination  of  a  legal 
description,  address,  map  reference,  copy  of  a  survey  or  map,  pnptsxj 
sketch  tnd/or  photDErapta.  A  property  sketch  and  phDtog;rBphs  also  provide 
some  description  of  the  real  estate  in  addition  to  written  comments  about 
the  physical  attributes  of  the  real  estate.  Identifying  the  real  property 
rights  being  appraised  requires  a  direct  statement  substantiated  as  needed 
by  copies  or  summaries  of  documents  setting  forth  any  encumbrances. 

Comment  S  J.  3-B(e).  S.S.  ?-i<d>  and  S.E.  S-a(e) 

These  tnree  guidelines  require  clear  disclosure  to  the  reader  of  a  report 
the  "why,  what  and  when"  surrounding  the  appraisaL  The  purpose  of  the 
appraisal  is  used  genericaHy  to  include  both  the  task  involved  and  rationale 
for  the  appraisal.  Defining  the  value  to  be  estimated  requires  both  an 
af^ropriataly  referenced  definition  and  any  comments  needed  to  clearly 
indicate  to  the  reader  how  the  definition  is  being  applied  [cf.  S.E.  l-3(b}]. 
Tne  effective  date  of  the  appraisal  establishes  the  context  for  the  value 
estimate,  while  the  date  of  the  report  indicates  whether  the  perspective 
of  the  appraiser  on  the  market  conditions  as  of  the  effective  date  of  the 
appraisal  was  prospective,  current,  or  retrospective.  Reiteration  of  the 
date  of  the  report  and  the  effective  date  of  the  appraisal  at  various  stages 
of  the  report  in  tandem  is  important  for  the  clear  understanding  of  the 
reader  whenever  the  date  of  the  report  precedes  the  effective  date  of 
the  appraisal. 
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CamroartSJL  t-Kf) 

K^  ^oeliM  requires  that  s  written  report  th«t  sets  forth  the  results 
of  wi  appr«iss]  contain  a  clear  and  accurate  Description  of  Il>e  scope  of 
the  appraisal.  TTiis  Adeline  is  designed  to  protect  third  parties  whose 
reliance  on  an  appraisal  report  may  be  affected  Dy  this  information. 

The  term  "scope  of  the  appraisal"  means  the  extent  of  the  process  of 
coUectinCt  confirminE  and  reportmc  data.  Tt>e  Standards  clearly  impose 
a  responsibility  on  the  appraiser  to  determine  the  extent  of  the  work  and 
of  tt)e  report  in  relation  to  the  significance  of  the  appraisal  problem. 
Descfibinc  the  "scope  of  the  appraisal"  is  the  way  in  which  the  appraiser 
signifies  acceptance  of  this  responsibility. 

Commewl  SJL  l-lic) 

It  is  susgesteO  inatessumpijons  and  limiting  conditions  be  pvuped  together 

in  an  identified  section  of  the  report. 

Comment  S.R.  i-Z(h) 

Tliis  suioeline  requu-es  the  appraiser  to  summarise  the  date  considered 
and  the  procedures  that  were  foUowed.  Each  item  must  be  addressed 
in  the  depth  and  detail  required  by  its  significance  to  the  appraisal.  The 
appraiser  must  be  certain  that  sufficient  information  is  provided  so  that 
the  client,  the  users  of  the  report,  and  the  public  will  understand  it  and 
win  not  be  misled  or  confused.  "Die  substantive  coniani  of  the  report, 
not  Its  size,  determines  its  compliance  with  this  specific  reportinc  sideline. 

Comment  SJ-  2-20) 

This  guideline  requires  that  a  written  report  contain  a  statement  of  the 
appraiser^  opinion  as  to  the  highest  and  best  use  of  the  real  utstt  being 
appraised,  unless  an  opinion  as  to  highest  and  best  use  is  irrelevant  or 
unnecessary.  If  an  opinion  as  to  highest  and  best  use  is  required,  the 
ipport  of  the  opinion  must  also  be  included. 


Comment  S.B.  i-2(k) 

itM  guideline  requires  that  a  written  appraisal  report  or  other  written 
communication  concerning  the  results  of  an  appraisal  contain  sufficient 
information  to  indicate  that  the  appraiser  complied  with  the  requirements 
of  Standard  1,  including  the  requirements  governing  anjr  permitted 
departures  from  the  appraisal  guidelines.  Ttte  amount  of  detail  required 
win  vary  with  the  significance  of  the  information  to  the  appraisal. 
Information  considered  and  analyzed  in  compliance  with  S.IL  1-S  is 
significant  information  that  deserves  comment  in  any  report. 

sjl;-< 


In  addition  to  complying  with  the  requirements  of  S.R,  2-1,  an  appraiser 
making  an  oral  report  must  use  his  or  her  best  efforts  to  address  each 
of  the  substantive  matters  in  S.R.  2-i. 

Testimony  of  an  appraiser  concerning  his  or  her  analyses,  opinions,  and 
conclusions  is  an  oral  report  in  which  the  a^qiroiser  must  comply  with 
the  reguirements  of  this  Standards  Rule. 
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Cominenl  S.R.  ?-S 

Tnis  guioeiine  is  directed  to  tne  employer  or  supervisor  rcviewinc  and 
si^inc  t^  eppreisal  or  en  employee  or  suDcont rector.  Trie  employer 
or  supervisor  is  as  responsible  as  the  individual  preparing  ttie  appraisal 
for  the  conieni  and  conclusions  of  the  appraisal  and  tne  repon.  Usinc 
a  conditional  label  next  to  trie  signetufe  ot  the  employer  or  supervisor 
does  not  exempt  that  individual  from  adherence  to  these  standards. 


In  reviewing  an  appraisal  and  reporting  the  results  ot  that  review, 
an  appraiser  must  form  an  opinion  as  to  the  adequacy  and 
appropriateness  of  the  report  being  reviewed  and  must  deatiy 
disclose  the  nature  of  the  review  process  imdertBlcen. 


EXPLANATORY  COMMEKT  RELATING  TO  STANDARD  3 

General  Comment 

The  function  of  reviewing  an  appraJsal  requires  the  preparation  of  e  separate 
report  or  a  file  Riemoraiidum  setting  forth  the  results  of  the  review  process. 
These  appraisers  are  normally  checldng  for  a  level  of  completeness  and 
consistency  in  the  report  and  cannot  be  expected  to  have  firsthand 
knowledge  of  the  subject  property  and  other  data  in  the  report.  This  is 
a  distinctly  different  function  from  that  adoressed  m  S.R.  3-5.  To  avoid 
confusion  in  the  marketplace  between  these  two  functions,  appraisers 
reviewing  appraisal  reports  should  not  sign  the  report  being  reviewed. 

Appreisers  who  engage  in  the  function  of  reviewing  an  appraisal  report 
must  take  appropriate  steps  to  indicate  to  third  parties  the  precise  extent 
of  the  review  process.  A  separate  report  or  letter  is  one  method.  Another 
appropriate  method  is  a  form  or  check-list  prepared  and  signed  by  the 
appraiser  conducting  the  review  and  attached  to  the  report  being  reviewed. 
It  is  also  possible  tnat  a  stamped  impression  on  the  appraisal  report  signed 
by  the  reviewing  appraiser  may  be  an  appropriate  method  for  separating 
the  review  function  from  the  actual  signing  of  the  report.  To  be  effective, 
however,  the  rubber  stamp  must  brieny  indicate  the  extent  of  the  review 
process  and  refer  to  a  fUe  memorandum  that  clearly  outlines  the  review 
process  conducted. 


STANDARD  4 


In  devdcqdng  a  real  estate  analysis,  an  analyst  must  be  aware  of, 
undemand,  and  correctJy  employ  those  recognized  methods  and 
techniques  that  are  necessary  tojproduce  a  credible  analysis. 
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Sianoard  4  is  directed  toward  Uie  same  suDstantive  aspecu  of  professionaJ 
practice  set  forth  in  Standard  1,  but  addresses  ttie  performance  of  analysis 
services.  Analysis  is  a  broad  term  tt)BI  is  applied  to  studies  of  real  estate 
other  tnan  estimating  value.  Land  utilization  studies;  highest  and  best 
use  analyses;  marketability,  feasibility,  or  investment  studies;  and  other 
resaarch-related  studies  are  examples  of  analysis  assignments.  An  analyst 
must  have  the  ability  to  develop  an  analysis/research  program  that  is 
responsive  to  the  client's  objective;  to  perform  primary  research;  to  gather 
and  present  secondary  and  tertiary  dataj  and  to  prepare  a  documented 
written  report. 

Standard  4  addresses  tne  concept  of  identifying  the  client's  objective. 
A  clear  distinction  must  be  made  between  performing  an  impartial  analysis 
that  responds  to  the  client's  stated  objective  and  performing  an  analysis 
tliat  is  intended  to  facilitate  the  achievement  of  the  client's  objective. 
Both  are  legitimate  business  activities  within  the  realm  of  professional 
appraisal  practice. 

An  analyst  retained  to  act  as  a  disinterested  third  party  in  rendering  on 
unbiased  analysis  cannot  be  compensated  in  B  manner  that  is  contingent 
on  the  results  of  the  analysis.  However,  an  analyst  may  be  retained  to 
perform  legitimate  business  activities  (e-g.  brokerage,  mortgage  banking, 
tax  counseling,  zoning  advice)  for  a  fee  that  is  contingent  on  the  results 
achieved,  but  only  when  a  dear  disclosure  of  the  role  being  performed 
by  the  analyst  is  made. 

In  accepting  an  analysis  assignment,  on  analyst  must  ctrtfuUy  consider 
and  determine  whether  the  service  to  be  performed  is,  or  would  be  perceived 
by  third  parties  or  the  public  to  be,  a  service  that  carries  with  it  an  implied 
imponiality  on  the  part  of  the  analyst.  If  so,  such  an  assignment  can 
only  be  accepted  for  a  fee  that  is  not  contingent  on  the  results  of  the 

EXPLAHATOaT  COMMEHTS  KELATWG  TO  STANDARD  4 


in  scope  and  purpose  to  S.R.  1-1. 

Comntant  SJL  4-2 

An  analysis  must  begin  with  a  clear  identification  of  the  clients  abjective, 
which  may  not  be  explicit  in  the  client's  statement  of  the  assignment. 
The  analyst  should  precisely  define  the  nature  of  the  problem  the  cUent 
faces  and  the  purpose  of  the  analysis.  If  the  analysis  involves  a  specific 
property  or  properties,  the  analyst  should  obtain  a  legal  description,  street 
address  or  other  means  of  specifically  and  adequately  locating  the  property 
or  properties  being  analyzed. 
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The  analyst  should  consioer  tne  scope  of  work  to  be  employed  for  solvinc 
the  problem,  the  meitiodolopes  to  be  used,  end  the  specific  research  data 
directly  relevant  to  the  BSsifnment.  If  the  market  value  of  a  specific 
property  is  pertinent  lo  tlie  analysis  assipiment,  en  appraisal  should  also 
bt  performed  in  eccopdance  with  Standard  1. 

Comment  S.R.  <-3 

After  proper  consideration  of  ell  alternative  courses  of  action,  the  an8l>'St 
should  identify  the  optimum  course  of  action  In  terms  of  the  clients 
objective  and  forecast  the  likelihood  it  can  be  achieved.  All  conclusions 
must  be  logically  related  to  the  resources  available  end  the  constrainis 
that  may  limit  any  of  the  alternatives. 

Comment  S.R.  4-4 

The  anelj'st  should  carefully  define  end  delineate  the  pertinent  market 
area  for  the  analysis.  Supportive  reasoning  for  the  selection  of  the 
boundaries  must  be  stated.  The  analyst  should  identify  the  specific  cles5(es) 
of  property  under  consideration  and  analyze  the  forces  that  are  likely 
to  affect  supply /demand  relationships. 

The  analyst  is  expected  to  provide  a  comprehensive  physical  and  economic 
description  of  the  existing  supply  of  space  for  the  specific  use  wittun 
the  defined  market  area,  an  cxtdanation  of  the  competitive  position  of 
tne  sut>ject,  and  a  forecast  of  how  anticipated  changes  in  future  supply 
(additions  to  or  deletions  from  the  inventory)  may  affect  the  sutiject 
property. 

Tlie  analyst  is  expected  to  project  the  quantity  and  price  or  *ent  level 
of  space  that  wiU  be  demanded  within  the  particular  sub-market.  The 
capture  or  penetretion  ratas  of  competitive  projects  should  be  examined 
in  sufflcient  detail  to  lead  to  a  reasoned  conclusion  as  to  the  forecasted 
price  or  rent  levels  at  which  the  market  is  likely  to  accept  tlte  subject 
spece  end  the  esiimeted  absorption  or  renintp  time  period. 

The  analysis  of  economic  changes  in  the  market  in  which  the  property 
is  located  may  include  the  following  determinants  of  demand:  population, 
employment,  end  income  characteristics;  interest  rates;  zoning  and  ether 
regulations;  rents  and/or  sales;  new  construction  planned  or  underway; 
vacant  sites  as  potential  competition  to  the  subject;  transportatioii;  taxes; 
and  the  cost  and  adequacy  of  sewer,  water,  power,  and  other  utilities. 
Forecasting  technioues  should  be  relevant,  reasoTiable,  practical,  end 
supportable.  B«gardless  of  the  forecasting  models  employed,  the  analyst 
is  ei^ectcd  to  provide  a  clear  and  concise  explanation  and  description 
of  1^e  models  and  methodologies. 

Comibent  S.R.  4-5 

Since  real  estate  Investment  decisions  are  predicated  on  fiitancia] 
implicetions,  the  analysis  should  define  the  client's  investment  criteria, 
consider  major*  variables  in  ttw  real  estate  and  financial  markets,  and  . 
forecast  the  anticipated  results.    Definitions  of  the  financial  indices  used 
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;:timpleie  e  market  inalysis. 

The  Bn«l>Tt  should  compere  trie  following  criieria  [rom  inc  client's  proiect 
10  ttw  resulu  of  the  markei  analysis:  the  project  budget  (all  construction 
costs,  tees,  carrying  costs,  and  ontroinc  property  operating  expenses); 
the  time  sequence  of  activities  (pUnninc.  construction  and  marketing)) 
the  type  and  cost  of  financiriE  oOtainaDlei  and  cosh  flow  forecasts  over 
the  development  and/or  holding  period;  and  yield  expectntions.  The  analj-st 
should  have  anoug'h  data  to  estimate  whether  the  project  will  develop 
■ccordine  to  the  expectations  of  the  client  and  is  economiceUy  feasible 
in   accordance    with   the    client's   explicitly   defined    financial   oDjectives. 


ttiat  ii  not  ntisleadinc. 

Gogal  Comment 

Standard  b  a  toentical  in  purpose  to  the  appraisal  reporting  reouirementi 
in  Standard  2.  An  analyst  must  explain  lofically  and  convincingly  the 
reasoning  that  leaA  to  his  or  her  conclusions.  The  flow  of  information 
Aoiild  cw  orderly  and  prap^asivt,  InOsf  from  ine  firoadast  to  the  most 
■pedSc  level  of  analyiif  possible.  T^ose  topics  most  critical  to  the  analysis 
conclusions  should  receive  the  most  detailed  emphasis. 


In  many  business  situations  involvine  analysis  services,  the  role  of  the 
analyst  carries  with  it  an  implied  impartiality.  For  this  reason,  an  anBl\'St 
Tavst  exercise  exo-eme  caution  in  undctakinG  assignments  that  involve 
the  achievement  of  tne  specific  goals  of  a  client.  A  clear  end  obvious 
disclotur*  of  the  role  being  performed  by  the  analyst  should  appear  in 
an;  ivrltten  report  thai  results  from  the  acceptance  of  such  an  assignment 
and  should  at  least  appear  in  any  letter  of  transmittal,  limiting  conditions, 
and  form  of  summary.  In  this  connection,  the  appropriate  use  of  the 
Certification  in  S.R-  5-3  is  reqtured,  but  not  sufficient  in  and  of  iteself. 
Similar  disclosure  is  required  in  any  oral  report. 


EXPLAKATOEY  COMMEKTS  RELATING  TO  STANDARD  S 

Comment  SJL  5-1 

An  analysis  report  must  be  sufficiently  comprehensive  so  the  client  can 

visualize  the  analysis  problem-and  foUow  the  reasoning  ttirough  each  step 
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of  the  analytical  process.  It  is  essential  thai  throuphout  tlie  report  the 
Oata,  anslyses,  assumptions  and  conclusions  t>e  lotrical  and  adequately 
supported.  Basic  ahalytical  and  sististicel  principles,  logical  reasoniitE, 
and  sound  profess ionai  juagment  are  essential  ingredients  of  the  report. 

Comment  S.R.  5-; 

The  analyst  shoiud  set  forth  ell  of  the  assumptions  and  limitinc  condilions 
under  which  the  analysis  is  made,  end  support  their  velidity.  Specific 
assumptions  or  conditions  imposed  Py  the  client  mu5t  be  clearly  set  forth 
as  part  of  the  identification  of  the  objective  of  the  analysis.  The  analyst 
must  investigate  the  validity  of  such  assumptions  or  conditions  and  give 
reasons  for  finding  them  realistic. 

It  is  improper  to  omit  any  of  the  requirements  from  an  analysis  report 
transmitted  to  the  client  without  good  cause.  Any  departure  from  ncrmal 
procedures  and  the  effect  of  any  unusual  factors  or  conditions  it 
with  tne  problem  must  Pe  explained. 


STAKDAED  G 

In  developing  and  reporting  a  mas  appraisal  for  ad  valorem  tax 
purposes,  an  appraiso  mist  be  aware  of,  undeiRand,  and  corr«ctIy 
employ  those  reeognizod  methods  and  techniques,  that  are  necessary 
to  produce  and  communicate  credible  appraisals  within  the  context 

of  the  property  tax  laws. 


General  Comment 

Standard  6  is  directed  toward  the  substantive  aspects  of  developing  and 
communicating  competent  analyses,  opinions,  and  conclusions  for  ad  valorem 
tax  purposes.  Two  types  of  appraisals  are  made  for  ad  valorem  tax  purposes: 
individual  property  appraisals  and  mass  appraisals.  Individual  property 
appraisals  usually  are  made  when  a  mass  appraisal  is  being  contested. 
Generally,  individual  property  eRiraisals  should  conform  to  Standard  1 
and/or  7.  Mass  appraisals,  which  often  are  developed  by  teams  of  people, 
some  of  whom  may  not  be  appraisers,  ere  the  subject  of  this  Standard. 

Although  ft^raisal  is  an  important  aspect  of  ad  valorem  tax  administration, 
other  important  aspects,  including  locating  and  describing  property, 
identifying  owneisMp,  determining  taxability,  making  assessments, 
maintaining  cadastral  record  systems,  and  satisfying  e  variety  of 
information  needs,  result  in  appraiser-client  relationships  that  are  distinctly 
different  from  the  usual  relationships  between  appraisers  and  clients. 

S.R.  6-1  requires  appraisers  to  keep  abreast  of  changes  and  developments 
in   individual  proptfty  and   mass  appraisal  methods  and  techniques-  end- 
also  requires  diligence  in  the  performance  of  appraisal  programs.    S.E. 
6-Z,  E-3,  6-4,  and  6-5  address  the  general  procedures  to  be  followed  in 
developing  proper  analyses,  opinions,  and  conclusions,  including  specific 
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Tetpurctnents  pertiininE  to  betininc  the  value  btinz  cDnsibered. 
addresses  general  reauiremenls  for  oocumentinp  and  coir 
analyses,  opinions,  and  conclusions  and  for  certifying  conclusions. 


nXPLAHATORY  COMMENTS  RELATING  TO  STANDARD  S 


CommCTt  S.R-  S-l(a) 

S.R.  t~H.»t  IS  Identical  in  scope  and  purpose  to  S.R.  ]-1(b).  Chanpes  in 
regional  economies,  development  patterns,  and  property  tax  legUlBtion 
have  a  substantial  impact  on  property  assessment. 

Comment  S.R.  B-](bl 

S.R.   6-lloJ  IS  loenticaJ  in  scope  and  purpose  to  S.R,  l-Kb)  when  makinj 

an  individual  property  appraisaL  S.R.  5-l(d)  applies  in  mass  appraisaL 


Comment  SJR.  6-Ifd) 

Tnis  niic  requu-cs  appraisers  for  ad  valorem  tax  purposes  enfated  in  mess 
appraisal  zo  lake  rcasons&le  steps  to  ensure  ttiet  the  quaniiTy  and  qualiiy 
ol  the  factual  data  that  are  collected  are  sufficient  to  produce  credible 
^preisds.  T^e  requirements  for  real  and  personal  property  differ. 

For  rtal  ^operty,  systems  for  routinely  coUectinc  and  maintaininc 
Dvmenhip,  feograi^c,  salts,  tncom*  and  e:^nse,  cost,  and  property 
charkcicristics  data  should  be  esiablixhed.  deo^aphic  data  xhouU  be 
contained  in  a  complete  set  of  cadastral  maps  compiled  accordint  to  current 
nandardi  of  detaQ  and  aecurecy.  Sales  data  should  be  collected,  confirmed, 
screened,  adjusted,  and  IQed  according  to  current  standards  of  practice. 
The  sales  Hie  should  be  separate  from  the  property  record  file  and  should 
contain,  for  each  sale,  property  characteristics  data  that  are 
contemporaneous  with  the  date  of  sale.  Property  characteristics  data 
should  be  appropriate  to  the  mass  appraisal  models  bein^  used,  the 
ret;uirements  of  classlTi cation  and  property  tax  policy,  the  requirements 
of  ether  gvvemment  and  private  users,  and  the  marginal  benefits  and 
coSB  of  collecting  and  maintaining  each  particular  property  characteristic 
The  property  characteristics  date  fQe  should  contain  data  contemporaneous 
with  the  date  of  appraisal  as  well  as  current  data.  II  may  contain  historical 
data  on  sales.  Tlit  property  characteristics  data  collection  system  should 
provide  for  periodic  reinspection  of  eH  properties  and  special  inspections 
of  prope.'ties  for  which  buiidini;  permits  have  been  issued.  Data  collectors 
should  be  trained,  and  they  shoijd  use  data  coUection  manuals.  The  data 
collection  program  should  incorporate  checks  and  audits  to  ensure  that 
date  are  recorded  correctly  and  consistently. 
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and  expense),  and  property  characteristics  data  should  t>e  established. 
Person&l  propertv  dsu  colleciion  systems  usually  rely  heavily  on  reports 
or  taxable  property  holdincs  filed  E>y  owners  and  agents,  but  appraisers 
should  have  s\'Stenis  for  verifying  and  auditinc  those  reports  and  for 
discoverinE  unreported  taxable  property. 

Comment  S.R.  6-1  (e) 

Appraisers  for  ad  valorem  tax  purposes  engaged  in  mass  appraisal  must 
develop  mess  appraisal  models  that  with  reasonable  accuracy  represent 
the  methematicai  relationship  between  property  value  and  supply  and 
demand  factors,  as  represehted  by  quantitative  and  qualitative  property 
characteristics.  Models  should  De  calibrated  using  generally  recognized 
mass  appraisal  techniques,  including  multiple  regression  analysis  and  the 
adaptive  estimation  procedure,  for  applying  the  sales  comparison,  income, 
and  cost  approaches  to  value.  Whenever  feasible  or  appropriate,  more 
then  one  method  should  be  used  in  appraising  a  group  of  properties. 

Since  personal  property  items  generally  are  more  homogeneous  than  real 
property  parcels,  personal  property  valuation  models  generally  are  simpler 
then  real  property  valuation  models. 

Comment  S.R.  6-l(f) 

It  is  implicit  in  mess  appraisal  that,  even  when  well-formulated  and 
weD-celibrated  mass  appraisal  models  are  used,  some  individual  value 
estimates  will  not  meet  standards  of  reasonableness,  consistency',  and 
accuracy.  However,  appraisers  for  ad  valorem  tax  piirposes  engaged  in 
mass  appraisal  have  a  professional  responsibility  to  ensure  that,  on  an 
overall  basis,  models  produce  value  estimates  that  meet  attainable  standards 
of  accuracy.  'Riis  responsibility  requires  appraisers  to  evaluate  the 
performance  of  models,  using,  as  appropriate,  goodness  of  fit  statistics, 
hold-out  samples,  analysis  of  residuals,  and  assessment-ratio  data.  T^ey 
also  should  review  individual  value  estimates  before  the  decision  to  use 
those  estimates  as  the  basis  for  assessment  is  made. 

Comment  S.R.  fr-2 

Anaiagous  considerations  to  those  set  forth  in  S.R.  6-2{a)  apply  to  personal 

property.  S.R.  6-3  and  S.R.  6-4(a),  e-4tf),  and  6-4{h)  do  not  apply  to  personal 

property. 

Commrot  S-E.  6-2(a) 

In  mass  appraisal,  fee  simple  interests  in  property  are  assumed  and 
appraisers  need  only  identify  the  real  property  interest  under  consideration 
escplicMy  when  that  assumption  is  not  met. 

Similarly,  the  purpose,  intended  use,  and  scope  of  appraisals  ere  assumed 
to  be  for  ad  valorem  tajcation,  which  facts  do  not  need  to  be  explicitly 
defined  unless  there  is  an  intent  to  use  an  appraisal  for  ad  valorem  tax 
purposes  for  another  function. 
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Politically  icceptable  expendilure  levels  for  assessmenl  adminisiration 
are  a  function  of  a  number  oi  factors,  including  tne  value  of  the  property 
being  taxed  and  the  relative  reliance  □(  the  client  frovern menial  t: 
on  the  properly  tax.  As  a  result,  expenditure  levels  may  be  conside 
lower  than  the  sucgested  levels  in  many  areas.  Sacrifices  in  data 
completeness  and  accuracy,  valuation  melhods.  and  valuation  accuracy 
ore  an  inevitable  consequence  of  such  fiscal  constraints.  Appraisers  should 
not  be  held  accountable  for  constraints  that  are  tieyond  their  control. 


The  oefmition  of  value  for  ad  valorem  tax  purposes  usually  is  stated  in 
legislation.  refUUtions,  or  court  decisions  and  may  vary  with  properly 
use.  Appraisers  for  ad  valorem  tax  purposes  must  determine  whether 
a  staled  legal  definition  differs  rnateriaUy  from  the  general  requirements 
of  this  rule  and  fovem  themselves  accordingly.  However,  in  mess  appraisal 
it  is  not  necessary  for  appraisers  to  define  the  value  being  considered 
explicitly  in  writing. 


Comment  SJL  6~4(e) 

Tius  rule  Should  not  be  construed  to  invalidate  properly  formulated  m>SE 

appraisal  models  calibrated  by  use  of  the  cost  approach. 

Commnit  SJL  6-4[h) 

6rdinariiy  proposed  improvements  are  not  formally  appraised  for  ad  valorem 
tax  purposes.  Appraisers,  however,  are  sometimes  asked  to  provide  informal 
estimates  of  assessed  values  of  proposed  improvements  so  that  developers 
can  estimate  future  property  tax  burdens.  Sometimes  condominiums  and 
units  in  planned  unit  developments  are  sold  with  an  interest  in  unbuilt 
community  pr^ierty,  the  pro  rata  value  of  which,  if  any,  should  be 
considered  in  the  analysis  of  sales  data. 

Comment  S.R.  S-6 

roT  reasons  of  efficiency,  the  documentation  supporting  mass  appraisals 
for  ad  valorem  tax  purposes  virtually  never  would  be  found  in  a  Single 
report.  Such  matters  as  the  purpose  of  an  appraisal,  the  date  of  appraisal, 
the  definition  of  value,  the  treatment  of  divided  interests,  and  the  like 
generally  are  matters  of  law  and  are  found  in  constitutions,  statutes, 
ordinances,  regulations,  or  opinions.  The  rationale  for  ctioosing  a  particular 
valuation  model  and  calibration  method  rarely  would  be  stated  in  writing, 
except  when  specified  in  regulations  or  contested  in  court,  'nic 
mathematical  form  of  the  model  should,  however,  be  accessible  to  qualified 
interested  parties.  Property  owners  end  their  agents  should  have  access 
to  the  property  characteristics  data  on  their  properties  upon  request. 
Value    conclusions    on    all.  properties    should    be    made   accessible   to   all 
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5TAKDARD  T 

In  developing  a  personal  property  appraisal,  an  appraiser  miEt  be 
sware  of,  understand,  and  corrccUy  employ  those  recocnized  mettKXfc 
and  techniques  that  are  necessary  to  produce  a  credible  appraisaL 

General  Comment 

Standard  7  is  directed  towa.'d  the  same  substantive  aspects  set  forth  in 
Standard  1,  but  addresses  personal  property  appraisal. 

EXPLAKATORY  COMMENTS  RELATING  TO  STANDARD  1 


Comment  S.R.  7-2 

These  fuidelines  apply  the  concepts  outlined  in  S.R.  2-2  to  personal  property 
appraisal  practice. 

Comment  S.R.  7-3 

Tms  ^deluie  sets  forth  i 
for  certain  types  or  line  an 


STANDAKDE 


General  Comment 

Standard  S  is  identical  in  scope  and  purpose  lo  the  appraisal  reporting 
n  Standard  2. 


Comment  on  Additional  Definitions 

To  the  extent  tnat  several  of  the  definitions  cited  on  Page  3  of  these 
Standards  apply  to  business  a^raisal  and  include  a  direct  reference  to 
real  estate,  they  are  modified  for  the  purpose  of  Standards  9  &  IC. 
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STAKDARS  S 

In  developing  a  busiiMS  apprmisal,  an  apprus«f  must  b«  aware 
of,  undcrstwiil,  and  corrcctlj  employ  those  recognizMl  mettwdi 
aiKl  techniqiMS  that  are  necessary  to  produce  a  credible  appraisal. 


GenewJ  Comment: 

Standard  9  is  oirected  toward  the  same  su&stantlve  aspects  s 

Standard  I,  but  addresses  business  appraisal. 


EXPLANATORY  COMMENTS  RELATING  TO  STANDARD  9 

Comment  S.R.  9-lla) 

S.R.  S-lia)  IS  Identical  in  scope  and  purpose  to  S.R.  1-1<b).  Changes  and 
developments  in  the  economy  and  in  investment  theory  have  a  substantial 
Impact  on  the  business  appraisal  profession.  Important  changes  in  the 
flniuicial  arena,  securities  regulation,  tax  law  and  major  new  court  decisions 
may   result   in   corresponding   changes   in  business   appraisal  theory  and 


Comment  S.R.  9-a(bKii) 

The  value  of  Essets  held  by  B  business  enterprise  may  change  significantly 
dependins  on  whether  the  basis  of  valuation  is  acquisition  or  replacement, 
continued  use  in  place,  or  liquidation. 


Comment  S.R-  9-3 

This  rule  requires  the  appraiser  to  recognize  that  continued  operation 
of  a  marginally  profitable  business  is  not  always  the  best  approach  as 
liquidation  may  result  in  a  higher  value.  It  should  be  noted,  however, 
thai  this  should  be  considered  only  when  the  business  equity  being  appraised 
is  in  a  position  lo  cause  liquidation.  If  liquidation  is  the  appropriate  basis 
of  value,  then  assets  such  as  real  estate  and  personal  property  must  be 
appraised  under  Standard  1  and  Standard  T,  respectively. 
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Com  went  S.R.  g-<Ib) 

This  guiaeline  directs  the  appraiser  to  stuOy  the  prospective  and 
retrospective  aspects  of  the  business  enterprise  and  to  study  it  in  terms 
of  the  economic  and  industrial  environment  within  which  it  operates. 
Further,  sales  of  securities  of  the  business  itself  or  similar  businesses 
for  which  sufficient  information  is  available  should  also  be  considered. 

This  guideline  also  requires  the  appraiser  lo  investi^ie  and  take  into 
account  net  only  that  loss  of  value  thai  results  from  deterioration  due 
to  age  tjut  also  loss  of  value  due  to  functional  and  economic  obsolescence. 
Economic  obsolescence  is  a  major  consideration  wnen  assets  are  considered 
as  parts  of  a  goinc  concern.  It  is  also  the  criterion  in  deciding  that 
liquidation  is  the  appropriate  basis  for  valuation. 

Comment  S.R.  9-5 

This  rule  reouires  the  appraiser  to  use  all  approaches  for  which  sufficient 
reliable  data  are  available.  However,  it  does  not  mean  that  the  appraiser 
must  use  all  approaches  in  order  to  comply  with  the  rule  if  certain 
approaches  are  not  applicable. 


STANDARD  10 


General  Commenl 

Standard  ID  is  identical  in  scope  and  purpose  to  the  appraisal  reporting 

requirements  in  Standard  2. 

EZPLANATORT  COUHEKTS  EELATING  TO  5TAKDAED  ID 


Coinroent  S.R.  10-1  (el 

This  rule  requires  a  clear  and  accurate  disclosure  of  any  extraordinary 
assumptions  or  conditions  that  directly  effect  an  analysis,  opinion,  or 
conclusion.  Examples  of  sucti  extraordinary  assumptions  or  conditions 
might  include  Items  such  as  the  execution  of  a  pending  lease  apreementi 
atypical  financing,  infusion  of  additional  worKing  capital  or  maidng  other 
capital  additions,  or  compliance  with  regtilatory  authority  rules. 
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Comments  SJL  ltt-l(a).  (bl.  Icl  wid  <d) 

Every  business  appraismi  report  must  include  informeiion  jutfieient  to 
identify  wMt  is  t)einE  spprsised,  for  wnnt  purpose,  wtiat  ij-pe  of  value 
is  being  sougtil  end  it>e  date  as  of  wtiich  that  value  applies.  If  Itie  appraisal 
concerns  equity,  it  is  not  enoupi  to  ioemify  the  entity  in  which  the  equity 
is  being  appraised  but  also  the  nature  of  the  equity,  for  example:  how 
many  shares  of  common  or  preferred  stock.  The  purpose  may  oe  \o  express 
■n  opinion  of  value  but  the  indended  use  of  the  appraisal  must  also  be 
suied. 

Noconly  the  type  of  value  beinc  souflil— fair  market  value,  value  in  use, 
etc.— must  be  stated  but  It  must  also  be  defined  clearly.  The  report  date 
is  when  the  report  is  submitted:  the  eppreisal  date  or  date  of  value  is 
ttM  effective  date  of  tnt  value  conclusion.  This  date  cannot  be  later 
than  Ute  report  date. 

Coiomait  S.R.  ll>-2(e).  (fl.  (g)  and  th) 

S.IL  lD-2(ej,  If),  if),  and  IhJ  are  identical  in  scope  and  purpose  to  S.R. 
2-Hf),  Ce),  (h),  and  U). 

Comment  S.R.  1 P-SG) 

An  appraisal  report  cannot  be  anonymoiu.  The  appraiser  or  the  person 
assuming  technical  responsibility  for  the  appraisal  miat  licn  tne  report. 
TTie  person  axsuTning  technical  responsibOity  for  tne  appraisal  must  be 
the  person  under  whose  direct  supervision  the  appraisal  investigation  was 
conducted  and  wtio  had  nnal  responsIbDity  for  the  conclusions  and  opinions 
of  value  in  the  appraisal  report.  Reports  issued  by  a  firm  may  be  signed 
by  the  person  authorized  to  sign  on  behalf  of  the  firm,  only  if  the  person 
awiimtng  tecnnical  responsibility  for  the  appraisal  also  sit:n5. 


in  scop*  and  pu.-pose  to  S.H.  2-4. 

Comment  S.E-  10-5 

S.a,  lO-S  is  identical  in  scope  and  purpose  to  S.R.  2-E. 
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STATEMENT  ON  THE  FSUC  RECAPITAUZATIOH  PROGKAM 


JOH  S.  COSZIHE,  PASTMEK, 


GOLDtOH,  SACHS  i   CO. 


BEFOBB  THE 


COMMITTEE  OH  BAHKEHG,  FIHAHCE  i   DSBAH  AFFAIBS 


U.S.  HOUSE  OF  REFSESENTATIVES 


WASHIHCTON,  D.C. 


MASCH  3,  1987 


D,j,i,i.aL,  Google 


March  3,  1967 

Mr.  CbairMan,  Haabars  of  th*  Coavitt««.  I  appraciat* 
»ir  Invitation  to  appaar  tiara  batora  you  to  taatify  on  aoaa 

tba  conaldaratlona  irtiieb  alght  affact  tha  aala  and 
irkating  of  ttaa  aacurltlaa  of  a  proposad  FSUC  Financing 
•rporatlen.  Aa  you  ara  avara,  funding  aa  axaoutad  through 
la  corporation  would  ba  tha  cantarplaca  of  tha  Intandad 
capitalixation  of  tha  Fadaral  Savinga  t  Loan  Inauranca 
rporatlon. 

By  vay  of  background,  ay  nama  ia  Jon  S.  Corsina.  I  aa  a 
irtnar  of  Goldnan,  Sacha  li  Co.,  whara  I  aa  tha  aanlor 
:adar  in  tha  Fixad  Incoaa  Sacuritiaa  Dlvialen  and  a  nanbar 
'.  tha  Firm 'a  Hanagamant  Coaaittaa.  I  hava  hold  ay  currant 
)aitlon  vith  Goldaan  for  two  yaara,  bafora  irtilch  tlna  X  waa 
laponalbla  for  tha  aanagaaant  of  our  priaary  daalarahip. 
I  I  ax  aura  you  undaratand,  tha  prinary  daalarahip  is 
iBpenaibla  for  tha  undarwrltlng,  diatribution  and  aacendary 
irfcat  aaklng  for  aoat  □.  s.  Govammant  and  Agancy 
tcurltiaa,  including  thoaa  of  tha  Fadaral  Hoaa  Loan  Bank, 
r  rola  at  Goldman  ia  to  aaaaaa  tha  riak/i^*vard 
tlationahlpa  which  ralata  to  our  fixad  incoaa  undarwrltlng 
>d  trading  positions.  That  rasponalblllty  ragulraa  that  Z 
isasa  tha  invastaant  charactarlstlcs  of  aany  diffarant  dabt 
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truB«nts  In  light  of  how  invaatora  will  pcroiv*  thOM 

!■   charact*riBtlcs.    It  Is  froa  this  axpftrtls*  and 

rapcctlva  that  I  of far  ay  conmenta  on  tha  potential 

^ractivanaas-   of   tba  proposad  financing  corporation** 

ecurltlas  to  th«  aarkatplacft. 

Sob*  baalc  point*  first,  vrtilcb  nay  appaar  elemantary, 
but  I  bellava  vary  auch  basr  rapcating.  Undar  paragraph  (3) 
of  subsaction  (b)  of  naw  aaction  21  of  Iti  anactlng 
lagialatlon,  tha  Financing  Corporation  would  bear  axcluaiva 
financial  rasponsibillty  for  tha  securltias  being  created. 
Haithar  the  Federal  Hoae  Loan  Bank,  nor  the  Federal  Savings 
&  Loan  Insurance  Corporation,  nor,  aost  li^ortantly,  the 
guarantee  of  the  full  faith  and  credit  of  the  Dnited  States 
would  be  available  to  redeea  these  obligations,  should  the 
Financing  Corporation  be  unable  to  do  so. 

The  prospective  investor  will,  therefore,  scrutinise 
these  securities  with  a  view  to  assessing  the  likelihood  of 
timely  principal  and  interest  payaents.  The  greater  the 
risk  the  investor  feels  that  he  will  not  be  repaid  soae  or 
all  of  the  principal  and  interest  owing,  the  higher  the  rate 
of  interest  he  is  going  to  demand  in  compensation.  And  the 
higher  the  rate  of  Interest  the  Financing  Corporation  Is 
obliged  to  pay,  the  aore  it  will  coat  to  fulfill  its  basic 
-•-r,     of  revitalizing  the  Federal  Savings  &  Loan  Insurance 
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llii*  ■orutiny  will  be  •■paolally  exacting  In  the  ease  of 
«  nev  Financing  Corporation  because  the  Inveiter  vill  be 
mfrontlng  both  the  Instrumente  and  the  corporation  that 
.11  b»  Issuing  thsB  for  the  first  tiae.  The  lees  certain 
le  investor  la  that  the  structure  put  in  place  la 
ijectively  secure,  the  aore  difficult  the  sale  will  be. 
lus,  the  underwrltere  vlll  need  to  work  harder  at  educating 
ls  Investor  and  selling  the  Investment.  By  investor,  I  as 
ferrlng  to  the  large  institutions,  such  as  pension  funds, 
Burance  coapaniea  and  trust  departaents  of  banks  with 
pbisticated  analysts  and  researchers.  Each  of  these 
vestors  will  have  to  justify  under  the  applicable  federal, 
ate,  or  fiduciary  standards,  Miy  he  bought  these  nev 
■truHents  in  the  quantity  he  did  and  included  thaa  In  bis 
irtfolio. 

This  is  particularly  inportant  given  the  fact  that  in 
icent  years,  the  inveetaent  comnunlty  has  become 
icreaslngly  uneasy  over  the  credit  standing  of  the 
icurities  afforded  agency  status.  Reflecting  this  changing 
ivestor  perception,  the  spreads  demanded  by  investore  for 
[ency  securities  over  Treasuriee  have  been  volatile  among 
le  various  Agencies  and  over  various  naturity  ranges.   It 

also  true  that  absolute  spreads  have  tended  to  widen. 
ee  Exhibit  <l) .  in  general,  these  changing  relative 
ireads  can  be  shown  to  coincide  with  those  times  of 
Lcertainty  associated  with   (a)   the  ecomonlc  viability  of 


Digitized  by  Google 


332 


the  Agancy  in  qusation  and  (b)  tha  political  conmltmsnt  of 
the  mclsting  congressional  and  the  Executive  Branch  to  that 
particular  Agency.  Both  of  these  factors  will  be  closely 
studied  by  the  marketplace  when  it  eatabliahes  tha  initial 
spreads  of  the  proposed  funding  corporation. 

Looking  first  at  the  econonice  of  the  proposel,  I 
believe  that  the  recapitalization  proposal  put  forward  by 
the  Treasury  and  tha  Federal  Hone  Loan  Bank  does  have 
intuitive  Merit,  in  view  of  the  presumed  scope  of  the 
problen  that  has  been  indentified.  The  sources  of  funding 
are  straightforward  --  I.e.  thrift  industry  BssessDents, 
Federal  Home  Loan  Bank  contributions,  and  capital  market 
resources.  Additionally,  the  program  appears  expandable  if 
the  scope  of  the  FSLIC  problem  turns  out  to  be  larger  than 
anticipated.  We  still  would  hope  that  the  bad  news  is  on 
the  table  as  Investors  become  reluctant  participants  when 
faced  with  anticipated  surprises  which  will  in  turn  be 
reflected  in  spreads. 

Moreover,  the  Financing  Corporation  will  be  etructured 
appropriately  for  the  broadest  possible  Investor  base,  with 
Agency  Status  for  tax  treatment,  collateral  eligibility,  and 
SEC  exemption.  The  time  horizon  of  its  charter  deals  with 
tha  long-term  nature  of  the  problem  and  solution,  i.e.  40 
years.  nie  collaterallzatlon  of  principal  payments  is 
feasible  and  should  merit  investor  acceptance.  The 
availability  of  the  FSLIC  assessment  adds  an  Important 
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ishlon  against  th«  uncartaintias  of  unaxpactad  nagatlva 
tsh  flowa  so  tbat  tha  Markat  can  look  to  this  featura  for 
itarast  paysant  cradiblllty  ovar  tlaa.  Finally,  tha 
irkatplaca  at  aost  tlaas  has  a  raady  appatita  for 
radltvortby  debt  isauaa  in  tha  anticipated  aaturlty  range 
:  15  to  30  yaara.  In  short,  the  program  looks  sarkatable 
I  tha  aconoBic  side. 

On  tha  second  sat  of  issues  —  relating  to  political 
iMiitsant  --  the  legislation  Bust  be  seen  as  long-term  and 
irmanent.  Any  suggestion  that  Congress  will  have  to 
visit  this  program  in  the  near  future,  (i.e.  3  to  5  years} 

either  because  tha  legislation  terminates  of  its  own 
iCord  after  a  few  years  or  because  the  legislation  fails  in 
>mm  way  to  firmly  and  decisively  solve  the  problems  it 
Idrassas  —  will  have  an  immediate  effect  on  the  investor's 
tllingness  to  buy  the  instruments  at  an  appropriate 
iterest  rate.  A  sunset  provision  or  the  prospect  of 
irther  superseding  federal  legislation  would  raise  the 
)jective  possibility  that  there  will  be  an  Interruption  in 
)r,  in  a  worst  case,  a  default  on)  the  repayment  of 
rinclpal  and  interest.  Koreovar,  it  would  raise  a 
Lbjective  fear  that  the  proposed  corporation  did  not  enjoy 
la  unqualified  support  of  both  the  Executive  and 
■gislative  branches.  The  mora  tha  investor  perceives  this 
ilitical  support  and  a  cartian  structure  to  reflect  that 
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luppert,  th«  »or«  lltely  h«  i«  to  «cc*pt  mi  intarauit  rat* 
cloaar  to  that  on  a  Traaaury  aacurlty. 

While  Z  hava  offerad  tha  viaw  that  the  Treasury/ Federal 
Hoaa  Loan  Bank  program  could  work  in  the  torn  propoaad,  I  do 
baliava  there  is  aerit  in  other  f  omulationa .  There 
certainly  ii  narketplaca  demand  for  vary  substantial  amounts 
of  aero  coupon  bonds.  The  issues  for  an  altsmatlvs 
proposal  would  appear  to  be  whether  the  size  of  the  program 
would  be  aufticiant  to  solve  the  problem  and  whether  the 
costs  of  funding  repayment  of  principal  would  ba  too 
burdansoae  in  the  long  run. 

Hr.  Chairman,  that  concludes  my  prepared  testimony.  I 
appreciate  this  opportunity  to  present  the  above  views  and 
would  be  more  than  happy  to  answer  the  questions  that  you  or 
any  member  of  your  committee  might  have. 
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Cbalntjui  and  Mmmbvc*  of  tb*  Suljco^lttM,  I  walcov*  th* 
ortunlty  to  appear  b«foe»  you  today  to  provide  you  with 
oraation  concerning  the  oparatiORB  and  activities  of  th* 
«ral  A*a*t  Disposition  Asaociation  <PADA]  This  statement 
vmwwma  four  key  topics:  (1)  a  current  overview  at  FADA 
ratlona  and  activities,  (2)  FADA  s  19B7  outlook,  (3J 
•rvations  and  lessons  learned  fron  troubled  aaseta,  and  (4) 

•ffacta  of  H.R.  27   a  bill  to  recspiCalize  tha  Federal 
Inga  and  lAan  insurance  Corporation  (FSLIC),  on  FADA. 

CintREMT  OVERVIEW  OF  FADA  OPERATIONS  AND  ACTIVITIES 

Ijitrgdwctign-aod_ChrBngIogy 

Tha  Fadaral  Kona  Loan  Bank  Board  (FHLBB]  ohartared  tha 
Federal  Asset  Disposition  Association  on  KovaBbar  S, 
1935  to  Bana<3a,  workout,  and  sell  troubled  aaaata  for 
tha  p&LtC       'The  FADA  waa  organized  under  Sactlon  406  of 
tha  National  Housing  Act  at  1934  as  a  ^olly  ownad 
subaidiary  of  the  FSLIC.  Tb*   ehartar  la  for  10  yaara  or 

until  1995. 

On  January  31,  1986,  tha  FADA  filad  with  tha  Phlbb  Ita 
"Proposed  Strategy  and  Oparatlona , "  constituting  its 
businasa  plan.   The  1966  boainaaa  plan  provides  the 
FADA's  Bisalon  stataaant,  purpoaa,  and  operational 
strategy.   I  waa  aalactad  by  th»   FADA  Board  of  Directors 
as  Preaident  and  Gliiaf  Bxacutlva  officer  effective 
February  1,  1986.   My  biography  and  a  brochure  that 
details  FADA's  operational  structure  including  senior 
aanagenent  qualifications  ia  found  in  Exhibit  A. 

Whlla  tha  FADA  waa  initially  capitalicad  with  $1  Billion 

on  November  S,  1985  In  ordar  to  begin  organization,  the 
FSLIC  capitalized  tha  PAOA  on  Karch  14,  1986  with  an 
additional  invastnent  of  $24  million.  In  addition  the 
FADA  currently  has  a  $50  million  llna  of  credit  with  the 
Fadaral  Hone  Loan  Bank  of  Topska  guaranteed  by  the  FSLIC 
for  usa  with  tha  management  of  receivership  aaaata. 

Baaic  lagal  documentation  consisting  of  contracta 
between  the  FSLIC  aa  Sacaivar  or  Conservator  and  the 
FADA  for  asset  management  and  disposition  services  was 
completed  in  July,  1986;  a  standard  contract  for  work 
with  the  FSLIC  in  its  corporate  capacity  was  coaplatad 
in  October,  1996.   Therefore,  the  FADA  acts  aa  FSLIC's 
agant  Cor  services  in  three  ways:   1)  an  asaat 
managanant  and  dlapasition  agraaaant  with  tha  PSLIC  aa 
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R*c«lv*rt  3)  an  a«a«t  advlBocy  agr«*>«nt  wltb  HanagaKwit 

Consignmsn'C  Program  (KCP)  ins'titutlons  or  other 
financially  troubled  institutions  with  the  fSLic  a 
cansent;  and  3)  an  agraenent  with  the  FSUC  in  its 
corporate  capacity.   The  FadA  was  engaged  for  its  first 
asset  management  and  disposition  assignment  on  July  IS, 
1986  with  the  FSLIC  as  receiver  for  Sun  Savinga  and  Loan 
Association  San  Diego,  California. 

Aa  of  February  27,  1987,  the  PADA  haa  a  staff  of  199, 
and  has  established  its  administrative  offices  in  San 
Francisco  and  four  Key  offices  have  been  located  in 
Danvar,  Atlanta,  Dallas,  and  Los  Angeles.  Tevporary 
offices  have  also  beui  established  in  west  Fala  Beacb, 
Florida;  Houston,  Texas;  and  Washington,  D.C.  to  help 
with  current  engagements. 

Corporate  Oblectives 

The  FADA's  goal  In  the  management,  wor)tout,  and 
disposition  of  troubled  assets  for  the  FSLIC  is  to 
obtain  the  highest  possible  price  on  a  net  present  value 
basis.   The  FADA  seeks  to  perform  the  asset  management 
and  disposition  function  at  the  lowest  cost  to  the  FSLIC 
consistent  with  sound  business  operations.   The  assets 
under  FADA  management  are  negotiated  and  sold  within  a 
timeframe  that  is  consistent  with  obtaining  the  best 
possible  value  for  the  FSLIC.   Regional  economic 
differences  are  carefully  assessed  and  strategies 
selected  to  reflect  market  sensitivities.   The  FADA 
strives  for  prudent  and  professional  disposition 
strategies  for  these  assets  by  producing  results  that 
increase  the  net  realizable  value  to  the  FSLIC  In  a 
reasonable  but  not  precipitous  manner. 

Tba  PADA  performs  asset  management  and  disposition 
services  for  FSLIC  with  a  small  staff  of  professionals 
who  -utilize  specialised  subcontractors  as  the  worldoad 
demands.  Tbis  "accordion  approach"  to  subcontracting 
enables  the  FADA  to  minimize  operating  costs  and  utilize 
resources  efficiently  on  an  as  needed  basis  without  a 
large  build  up  of  core  steCC. 
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In  ■any  oobcm,  tb*  ■Mwg— nt  and  tb«  di^^oaltlon  oC 
uaata  ba«  Includad  tli*  ua«  of  flraa  and  Individuals 
with  an  intlmata  loiowladg*  of  a  particular  aaaat  typa 
and  Local  Barkat.  A  datailad  quaationnaira  haa  baan 
daalgnad  to  gatbar  infoEsatlon  on  potantial  contractors 
and  wymtnm   ara  bain?  built  to  track  and  Monitor  thair 
parformanca.  Ovar  900  coipanias  and  individuals  hava 
contactad  tha  FJU3A,  with  alaoat  fiS«  having  raapondad  to 
tha  quaatlonnaira.  Tba  FADA  haa  bagun  to  draw  upon  that 
balp  and  pr— antly  ia  using  ovar  50  co^>aniaa  to  assist 
tlM  afforta.  Additionally,  tha  PADA  haa  bad  formal 
contact  with  ivproxl^ataly  750  individual  faa  appraisars 
anpraaalng  intaraat  in  providing  appraisal  sarvlcas.  To 
data,  approxlaataly  339  appralMrs  hava  respondad  and 
ara  in  In  tba  procaaa  of  balng  qualifiad. 

Savanty-flva  flzaa  hava  baan  pra-aoraanad  on  an  urgant 
basis  to  Bsat  tha  Ixaadiata  naada  of  FADA  and  ara  in  tha 
process  of  balng  fozsally  qualifiad.  In  addition,  two 
national  appraisal  flrxa  hava  baan  parforaing  appraisal 
aarvicas  Cor  FADA  on  a  ragular  basis.  Othar  firms  ara 
balng  aimilarly  solicitad. 

Hhlla  tha  langth  of  tha  PADA  chartor  is  10  yaars,  tha 
PAOA  Is  coBBittad  to  fulfilling  Its  task  in  far  lass 
tl)M  tbrou^  cost  affactlve  oparating  afficisncias  and 
Isvaraglng  its  staff  and  oontractor  rasouroaa. 

Qirrant  Acttvlttaa 

1.     Asaat  Manaaaaant  and  Dianoaitlon  Aaraananta 

Tba  PAOA's  goal  ia  "...to  wring  out  avary  last 
panny  for  FSLIC..."  in  tha  words  of  FADA'a 
Chairman  of  tha  Board  of  Diractora,  HillioB  F. 
HcKonna.   nia  FADA  has  undartakan  tan  asaat 
sanagaaant  and  disposition  agraaaanta  for  PSLIC 
racaivarshipa  as  of  Fabruary  25,  1987, 
anco^^ssing  about  1,000  assets.   Tba  book  valua 
of  thaaa  aasats  Is  naarly  $3  billion.^ 


If  loot  of  tba  book  valua  of  all  participation  loans  is 
includad,  tha  takaovar  valua  of  assata  undar  PADA  nanaganant 
is  about  S3  billion. 
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Si^ly  put,  tb«  F&DA  has  bacona  a  major  FSLIC 
contractor  for  aaaat  maiiBgamant.   Tba  FAOA  haa 
dranatically  lJBprov*d  tlia  TSLIC'a  ability  to 
■•cur*  tha  highaat  valua  on  loan  workouts  and 
asaat  aalaa,  and  to  ainiaiza  tha  assoclatad 
nanagcMant  axpansa  in  tha  intarloi. 

TbM   FADIL  will  b*  abla  to  achiava  thaaa  goals  in 
pari:  by  applying  tba  axpertisa  of  Its  spacialista 
to  specific  assat  Banagaaant  problams,  and  by 
oparating  with  the  graater  flaxlblllty  of  a 
private  organization.  Koraovar,  tha  FADIL's 
aaau^itian  of  raaponaibllity  for  aaaat  Banagoaant 
and  disposition  will  laava  tha  FSLIc  staff  £raa  to 
concantrata  on  foraing  racaivarshlps,  proCGsaing 
claias,  suparvising  litigation,  and  foraulating 
policy. 

FAOJL'a  tlnaly,  cos t-ef fact iva  assat  workout 
capability  already  is  algnlflcantly  reducing  the 
high  legal  and  nanageaent  sarvics  fees  to  FSLIC 
from  managing  troubled  propertlea  while  taking 
innovative  action  to  maximize  FSLIC 's  ratum  on 
the  sale  of  such  aaeets.  An  example  of  a 
sucCBBBful  major  loan  workout  is  tha  racent  global 
swap  negotiated  by  FADA  between  two  California 
■avijigs  and  loans  (Thrift  A  and  Thrift  B)  .   7ADA, 
in  connection  with  Its  management  of  Thrift  A's 
asset  portfolio,  racantly  completed  a  global 
workout  of  as  participation  assets  with  an 
original  book  value  of  933  million  between  Thrifts 
A  and  B.   The  swap  will  take  the  second  thrift  out 
Of  tha  lead  management  position  of  these  assets, 
allowing  significantly  greater  ease  in  tha 
management  and  liquidation  of  th^.  The  two  s4L's 
shares  in  each  of  the  assets  ware  equated  and 
partial  shares  were  "swapped"  Cor  whole  assets. 
The  high  coats  involved  in  nanaging  a 
pertlclpation  loan  are  alleviated  for  both 
parties,  substantial  fees  related  to  legal  and 
management  aervices  have  been  eliminated.   PADA 
anticipates  that  the  deal  will  close  in  the  neict 
30  days. 

Another  example  of  FADk's  savings  to  the  FSLIC  la 
the  settlement  it  negotiated  in  1986  Cor  the 
control  and  releaae  of  aasets  with  tha  largest 
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borrower  of  a  failed  Callfamia  thrift. 
mMdiat«ly  after  FADA  began  its  •nqagcaant  In 
AuQuat,  lde£,  staff  naijotlated  for  tta«  control  and 
rttl«aa«  of  elavan  assets  worth  $16  ■illton  In  book 
valua.   The  global  settlanent  lor  these  assets, 
which  Includ*  joint  ventures  and  loans,  included 
settlesent  of  all  litigation  against  FSLIC  and 
ahort-tara  borrower  buy  back  options.   rsLIC  was 
indsHnified  against  further  creditor  olaias  as 
part  of  the  settlesent.   As  a  result,  these  assets 
«rs  now  free  and  clear  for  sale. 

Asset  Adviaorv  EnaaQeaents 

The  fADA  can  be  called  upon  to  perform  work  on 
asset  portfolios  or  specific  assets  of  financially 
troubled  savings  institutions.   Tba  FADA 
negotiated  its  first  asset  advisory  services 
contract  on  August  1,  1986.   The  ultimate 
abjective  of  the  asset  advisory  services  program 
is  to  aid  the  troubled  Institutions  in  minimizing 
losses  through  a  professional  capital  recovery 

As  of  February  as,  1987,  8  aaset  advisory 

engagements  were  in  effect  and  two  engagements  bad 
been  completed.  With  respect  to  the  8  engagemants 
currently  in  effect,  as  of  February  25,  there  are 
B69  total  assets  under  advisory  contract.  During 
the  first  quarter  of  1987,  tha  r&DA  expects  10 
additional  assignments. 

The  work  performed  on  these  assignmanta  range  froa 
global  loan  workouts  between  the  troubled 
institution  and  syndicated  partnerships  to  the 
preparation  of  asset  business  plans  [including 
disposition  strategies]  for  a  dozen  non-perfozsing 
construction  loans  in  a  troubled  SSL's  portfolio. 

FSLIC  Corporate  Regueata 

In  its  corporate  capacity,  the  FSLIC  has  asked 
FhDA   to  work  on  several  assignmanta  that  aid  FSLIC 
in  the  asset  aanagenent  and  diapoaition  function. 
Two  areas,  for  example  that  FADA  ia  actively 
providing  assistance  to  FSLIC  are  property 
insurance  and  participation  loans. 
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In  tha  property  insuxanc*  area,  thar*  arc 
currantl/  thrae  programs  being  utllizad  by  tha 
PSLIC  and  the  FADA  to  control  insurance  coat  ' 
through  centralizing  the  review  and  ordaring  of 
insurance  for  recalvarship  assets-   The  TADA,  in  a 
joint  effort  with  FSLIC,  is  worKing  to  evaluate 
each  progran.   Recommendations  on  eliminating 
duplicate  insurance,  reducing  cost  by  securing 
•conoBlaa  at   scale  lor  each  receivership  and 
improving  coverage  ao  as  to  match  insurance 
coverage  preciasly  to  Individual  assets  will  b* 
inpleoented  in  aarly  1987  for  the  combined 
property  insurance  requirements  of  tha 
receivership  assets. 

Participation  loans  ar*  an  aspacially  troublasona 
asset  quality  problem  area.  These  are  usually 
loans  made  In  dollar  amounts  of  SI  million  or  nore 
by  a  single  thrift  institution  called  the  lead 
landar,  who  then  sells  interests  in  or  pro  rata 
shares  of  the  loan  to  other  ttariCts,  called 
participants.   The  FADA  has  concentrated  staff  and 
information  systems  resources  to  untangle  the 
nationwide  web  of  pieces  at   :major  loans  sold  to 
thrift  institutions  without  proper  underwriting. 

The  FSLIC  tn  conjunction  with  the  13  Federal  Howe 
Loan  Banlcs  is  developing  policies  and  procedures 
In  dealing  with  and  developing  vorkout  strategies 
for  problem  participation  loans.  The  FADA  has, 
and  continues  to,  advise  the  FSLIC  in  this  area. 
In  addition,  the  FADA  is  assisting  the  FSLIC  and 
the  12  Federal  Hone  Loan  Banks  in  collecting  data 
on  problem  participation  loans  nationwide. 

Portfolio  Composition 

While  each  of  the  ten  i^rtfolios  with  assets  under  FADA 
management  as  of  February  25,  1987  have  unique 
concentrations  of  problen  assets,  patterns  of  asset 
deterioration  can  be  identified  from  the  statistics 
taken  ad  a  whole.   These  statistics  are  based  on  the 
estimated  book  value  as  of  February  35,  1997  rather  than 
net  takeover  value.   Charts  of  the  fallowing  inforaation 
are  presented  in  Exhibit  fi. 
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^»«t  glaaalflcat^on 

With  TBspact  to  th«  olasal Cleat Ion  of  aaacts  by 
Invaatnent  type,  construction  loans  coqtris*  33.4%  oC 
tha  value  of  assets  undsr  TUA   management.  The  sscond 
largsst  cat*qory  of  assst  olasalf Icatlon  are  loans 
ascursd  by  commercial  real  estate,  with  31  Zi   of  total 
valus.   Land  loans  represent  IS  4%  of  the  total.   Wrap, 
r«sidentlal,  consu»ar,  and  luisscurad  loans  represent  tits 
r«Miinin9  valus. 

BBCAOSS  OTtR   THREE-QUARTERS  OF  TBB  HOH-PBRFORHIHC  ASSETS 
DMDER  FADA  KAMAGEKEUT  ARE  LOAMS.  BXTEHSIVE  HfiGOTlATIONS 
HXVI  BEEH  UHOEfiTAKEN  tllTH  BORROWERS  TO  ACHIEVE  CAPITAL 
AMD  INTEREST  RECOVERIES  FOR  THE  RECEIVERSHIPS    AS  AH 
OPERATING  FORMAT,  THE  MOST  SIGNIFICANT  OF  THESE 
mOOTXATIOHS  HAVE  BEEN  UNDERTAKEN  BY  FADA  PERSONNEL, 
THEREBY  EFFECTIVELY  AND  MATERIALLY  SEDUCING  THE  ASSET 
HAKASEHENT  COSTS  FOB  THESE  ASSETS. 

Property  Type 

Ttie  property  type  a  ot  aassts  undor  FADA  BanagsBsnt  can 
be  aegmentad  Into  key  categoriea  as  well,  as  of  Pabruary 
35,  1987.   a7t  of  tha  asset  values  are  improved  and 
unl^rovad  oj—arcial  and  residential  land.   Tha  second 
larqeat  category  of  property  type  is  office  property 
vith  15.9*  of  value,  followed  cloMly  by  rasidantial 
property,  repraaanting  IS.St  of  value.   Satail 
Tcpreaants  10.7%,  while  mixed-use  developMSnt  property 
coqtriaaa  naarly  lOt  of  value. 

JWartaaiit  1b  e.6%,  botal  and  raataurant  is  4%, 
industrial  is  3.14,  and  miscellaneous  otbar  properties 
cosprisa  tha  remaining  property  types.   In  suaBary,  the 
non-performing  portfolios  are  largely  raal  astate 
related  and  reflect  a  large  number  of  Invaatawnta  in 
projects  and  new  lines  of  commercial  devalopment 
businesses.   They  ara  far  ramoved  from  hOK«  landing 
practices  of  tha  Bajority  of  savinga  institutiona. 

gaooraphic  Area 

mraa  states;  Taxaa,  Florida,  and  California  are 
locations  for  ovar  74%  of  tha  aaaata  under  FADA 
■anagement.   Forty-two  percant  of  tha  value  and  18.8%  of 
the  assets  are  in  Taiiaa.   Florida  aaseta  ara  almoet 
one-quarter  of  portfolio  value  and  nuabar  of  total 
aaaets.   Assets  in  California  r^reaent  8.3%  of  total 
asset  value  but  rapreaant  19.3%  of  the  nunbar  of 
•aaets.  Arkanaaa  aaaats  raprasant  4.1%  o£  tha  value  and 
7.8%  ot  tha  total  number  of  assets.   Thus,  as  of 
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Twbruary  25,  1987,  nearly  all  of  tta*  non-parfonlng 
assets  undsr  FAOh  nanagaasnt  are  locatad  In  tha  aim  and 
oil  belts  across  Aaarica.  Over  tha  next  few  years  these 
percentagsH  will  Cbange,  but  tta*  FADJk  anticipates  that 
the  states  of  Califamla,  Taxaa  and  Florida  will 
continue  to  d^inate  the  picture, 

1987  OOTLOOK 

During  19S6,  the  FADIL  has  organized  so  that  it  is  poised 
to  assist  the  FSLIC  under  a  recapitalization  plan  with 
expanded  asset  gumageaient  and  disposition  advice  and 
services  as  needed  in  the  future.   A  sound  operational 

infrastructure  conbined  vith  a  well  developed,  elastic 
supply  of  contractors  will  nalce  this  possible. 

The  FADA  will  focus  its  efforts  on  several  key  strategic 
issues  in  1987:  (1)  nanageaent  and  earkating 
performance;  (2)  refineeent  and  expansion  of  asset 
■ystaBSf  { 3)  legal  coordination,  and  (4)  rasponsivaness 
to  FSLIC  restructuring  efforts. 

First,  creative  eanagement  and  narketing  strategies  will 
be  impleeented  as  sore  voluna  develops  in  particular 
geographic  areas  and  property  types.  The  individual 
portfolios,  for  exaaple,  aay  have  concentrations  of 
condoainluB  units  in  one  locale  within  a  stats  that 
Might  be  readily  packaged  and  aarketed  together. 

Second,  behind  all  of  these  efforts,  superior  aystoBs 
capability  undergird  the  FADA  s  objective  to  nininize 
cost  and  maximize  value  in  the  asset  management  and 
disposition  function.   In  19S7,  the  FACIA  will  monitor, 
teat,  and  modify  key  systems  in  the  participation  loan, 
appraisal,  property  insurance,  contractor,  and  asset 
busineaa  plan  arenas.   The  FADA  will  continue  to 
coordinate  systems  development  and  implementation  with 
the  PBLBB  and  Bank  system- related  entities  so  that  data 
collected  can  be  exchanged  as  appropriate. 

Third,  legal  process  issues  will  continue  to  be  critical 
in  enabling  the  FADA  to  develop  successful  workout 
strategies  and  sell  the  assets  under  management  on 
schedules  driven  by  sound  business  operation  and  not  tha 
complexities  and  delays  of  court  processes.   In  order  to 
'minimize  tha  number  and  cost  of  law  suits,  and  ensure 
tinely  disposition  of  assets,  the  FAda  will  need  to  votk 
Bora  closely  with  the  raoeivere  and  FHLBB. 
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Fourtb,  ••  noC«d  by  FHI£B  dwirmui  Gray  in  bis  t«Btiaony 
iMCor*  t:hia  SubcosBlCtsa  on  January  32,    19B7,  a  Bank 
Board  Cask  Corca  la  dttvlsing  plan*  and  procedures  to 
r*scruccura  tha  FSLIC  that  includaa  making  the  best, 
higb  quality  uaa  ot  tha  FADA's  cxpcrtia*  in  tha  asset 
management  and  disposition  process.   The  FADA  Is 
■■■latlng  tbe  Bank  Board  s  sCforta  and  will  Isplsmsnt 
rttmlting  recommandations  in  19B7. 

papital  Racovapy  ''p'-'«f'"-f- 

The  area  whare  th*  PAOA  can  be  of  the  most  "addad  valua" 

-to  cha  syataa  Is  in  th«  area  of  "capital  racovary" 
relative  to  the  disposition  of  assets  Cor  tha  P8LZC. 
Capital  t*Ct^*t^   is  and  will  continue  to  b«  on*  of  tha 
key  areas  of  the  FADA  s  focus    For  illuatratlve 
purposas,  for  each  lOl  inprovenant  on  $100  nlllion  of 
FADA  managed  assata,  a  $10  million  banafit  would  be 
raallied  for  tha  F8LIC. 

Am  an  •x»mplm,   during  tha  third  quartar  of  1986,  tha 
F8LIC  aakad  the  FADA  to  manage  ttaraa  major  portfolios. 
Thaaa  portfolios  emanated  from  the  Sun,  Presidio  and 
Sunrise  Racaiverabipe.  To  date,  prograaa  on  ttaaaa 
l^ortCollea  has  been  encouraging. 

Bamad  on  tha  aoat  racant  FUtt  analysla  ot  tba  total 
portfolios,  a  90%  +/-  recovery  rate  is  anticipated. 
However,  vhen  the  combined  portfolios  are  examined,  it 
■ust  be  racogniied  that  many  of  the  markets  in  which 
these  assets  are  located  are  extremely  volatile  and  that 
future  economic  changes  could  cause  significant 
fluctuations  in  asset  vaLuea  which  in  turn  would 
influence  recovery 

MOH-PERFORHIHG  ASSETS;  OBSERVATIONS  AMD  LESSONS  LEARNED 

What  has  the  ^AdA  learned  to  data  about  tha  causes  of 
asset  -quality  problems  and  the  mistakes  nada  by  thrift 
industry  managers? 

Pour  problem  araas  are  clearly  evident  to  us  as  asset 
managers:  (1]  poor  or  nonexistent  underwriting 
procadures,  <2}  problem  participation  loans,  (3)  lack  of 
^  systama,  and  (4)  fraiud. 
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OndTwrltiruy  proewluraa   ware  poor  or  non*xlst*nt 

particularly  when  loana  ware  Bad*  b/  tlirifC 
managara  lacking  knowladga  and  axparianca  in  new 
llnaa  of  bualneaaea.   Such  loans  wara  often  made 
on  proparty  types  that  thrift  directors  and 
■anagera  ware  not  familiar  with.   Frojecta  were 
funded  in  geographic  area*  where  they  did  not  Icnow 
the  local  real  estate  markata.   Finally,  thrift 
lenders  have  often  tailed  to  properly  address 
borrower  quality  and  cradit  worthiness. 

Frequently  wa  have  found  a  lack  of  good 
appraisals.  Quality  is  tha  issue  here,  not  a  lack 
of  a^raiaala.   Overvalued  properties  result  troB 
appraisers  being  hired  and  taking  ordars  from  the 
borrower,  not  the  thrift  lender. 

Xn  these  cases,  I  as  speaking  of  tha  lack  of 
knowledge  by  thrift  directors  and  managers, 
particularly  in  aaquisiticn,  davalopment,  and 
construction  (ADC)  loan  landing. 

Problea  Partlc Illation  fjana 

Participation  loana  are  a  particularly  thorny 
prcbl^  because  participating  thrift  institutions 
have  fraquantly  failed  to  obtain  proper 
documentation  from  lead  landers;  neglected  to 
physically  inspect  the  property;  and  have  failed 
to  understand  the  role  of  tha  lead  lander  as  loan 
underwriter. 

We  have  found  what  are,  in  effect,  networks  of  the 
saae  institutions  participating  in  deals  that  have 
gone  sour.   Patterns  of  lead  lenders  and 
participating  Inetitutlons  have  emerged  and  wa 
will  be  tracking  problem  participation  loans  on  a 
data  base  that  we  ar*  creating  tor  the  FSLIC  and 
the  Federal  Hone  Loan  Bank  Syatem. 
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Inatltutions  hAva  tailsd  to  put  in  plac* 
appropriata  ayatmaB  that  provida  thrift  managers 
and  dlractora  with  affective  underwriting  tools. 
Thrift  nanagera  need  autonated  Information  that 
providas  early  waiming  of  loan  problems,  and 
reports  on  loan  accounting,  delinquencies,  and 
property  insurance.   Poor  aystama  contribute  to 
th*  lack  of  )u)owl«dg«  of  property  types  and 
g*ographic  Bar)caCB   ^a   aolve  aaaet  quality 
problav*,  ona  naada  to  identify  tha  nagnltuda  and 
datail*  of  thoa*  pxtablamM. 


Zmid>  which  ia  l^^oaalbla  to  atop  altogattaar,  la 
•  Craquant  ooaipnnlon  to  aaaat  quality  problaoa. 
Wa  aaa  axaapla  aftar  axa^la  of  conatructlon  loana 
In  raoaivarahipa  which  vara  Moat  oftan  darailad  by 

THE  EFFECTS  OF  H.R.  27  OH  FADA 

tbe  FADA  aupporta  tha  objactlva  of  Congraaa  in  Sactlon  7 
of  R.K.  27   a  bill  to  recapitalize  the  FSLIC,  aa  stated 
in  Oiairaan  St  Germain  s  January  6,  1967   Floor  statement 
that  calls  for  a  '"full  audit  and  review  by  tha  Ganaral 
Accotinting  Office"  of  the  FADA.   Tha  Chalnsan  s  Floor 
statement  further  statas  that  Section  7  "is  designed  to 
aaaura  that  ttaara  is  thorough  accountability  for  tha 
billions  of  dollars  of  assets  acquired  and  sold  by  FADX 
*a  a  r««ult  of  savings  and  loan  failures." 

nie  Fada  has  carefully  studied  the  lanqiuga  oC  Soctien  7 
and,  while  aupporting  Congressional  intant,  wa  hava 
saveral  concerns,  clarifications,  and  suggested 
aodiflcationa  that  are  divided  into  thraa  areas:  (1)  GAO 
audit  and  review  provlslona,  (2)  Sunshine  Act 
prorlalona,  and  (3)  reporting  requirementa . 

X.         GAO  Audit  and  Biyvlpy 

taction  7  of  r.r.  27  ia  draftad  to  asaura  full 
audit  and  ravlew  by  OAO.   Tha  FAOA  aupporta  ttaia 
objactlva.   In  fact,  tha  GAO  haa  conductad 
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thra*  r«vi«wa  of  various  FADA  opcratlona  in  racanfc 
Bonths.  Th«s«  ravlatra  war*  coordinatad  through 
tb«  PSLIC  in  a  full  and  op«n  nuuinar. 

Th«  FADA  WAS  chartered  by  th«  FHLBB  as  a  Federal 
Savings  and  Loan  Asaociation  and,  pursuant  to 
FHLBB  regulations  (12  CTR   56a.l7-l(a) (3) ) ,  tha 
FADA  is  subject  to  audit  raquiravants  Cor  federal 
savings  and  loan  asaociations  and  has  engaged  the 
national  accounting  fim  of  Paat,  MarwicQc  and 
Hitchell  to  conduct  audits  of  FADA. 

The  currant  bill  language,  however,  achieves  the 
stated  objective  in  a  manner  that  goes  well  beyond 
GAO  audit  and  review  by  Baking  FADA  a 
nixed-ovnership  Govamnant  Corporation.   The 
implications  of  applying  this  extrenely  broad 
based  Govemnent  Corporation  status  on  FADA  may 
well  effectively  erode  its  ability  to  achieve  the 
blgbeat  values  tor  tha  FSLIC  for  troubled  real 
estate  assets. 

One  result  of  the  current  language  may  be  to  apply 
GramB-Rudman'-Hal lings  sequeBtration  provisions  to 
FADA  as  well  as  the  possible  assertion  of 
authority  over  FADA  by  the  Office  of  Hanagenent 
and  Budget.  As  you  are  well  aware,  the  Federal 
Deposit  Insurance  Corporation  (FDIC) ,  which  la  a 
■ixed-ownership  Oovemiiiant  Corporation,  baa 
recently  faced  both  of  thess  issues.   w«  do  not 
believe  this  to  be  Congressional  Intent. 

A  aodification  would  subject  FADA  to  audit  by  tha 
GAO  on  demand.   In  this  way,  the  Congress  would 
have  maximua  flexibility  to  examine  all  operations 
of  FADA  as  it  deens  necessary  and  appropriate. 
The  Congress  will  achieve  ita  abjective  of  GAO 
oversight  and  still  enable  tb*  FADA  to  perform  its 
aasst  aanageaent  and  disposition  functions 
effectively. 

With  respect  to  CDmrreaelonal  concama  about 
aceountabilltY.  FADA  is  specifically  prohibited  by 
its  bvlawe  tram   taking  title  to  these  troubled 
aaaet;p  oi^  borpiwliTg  eoneY  in  the  capi,tal  narkata. 
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Ii«t  ■•  ophaals  and  clarify  th«  Chalraan'a  Floor 
«t«t«Miit  b*caua«  tb«  TKDK   do**  not  acqulra  asset* 
troa  th*  FSLIC;  th«  rSLIC  rataina  title  to  ttaaaa 
assat*. 

Sunahlna  Act 

Nhila  tha  PADA  undaratand*  and  support*  tba 
undarpinninga  of  tha  open  meeting  requirenent  of 
tbe  Govemnent  In  Sunshine  Act.  we  believe  that 
aucb  a  provision  would,  ia  fact,  sevecely  restrict 
and  inhibit  the  ability  of  F&OA  fflanaganent  and 
Board  of  Directors  to  parfors  its  aBset  nanageaent 
and  disposition  dutiaa.   The  Board  of  Directors 
openly  and  candidly  dlacuaaes  the  relative 
strengths  and  waaknassas  of  various  troubled 
savings  institutions  and  real  aatat*  narlcat*.  It 
these  discussions  bacona  public,  ttaa  ability  of 
th«  FAOA  to  obtain  tha  highest  value  for  traublad 
r«*l  aatata  asaata  would  plmaat   Moreover 
public  conCidanca  in  tha  safety  and  soundness  of 
tha  aavings  and  loan  system  would  be  severely 
shaken   This  would  have  a  devastating  effect  on 
local  connunitiea  if  run*  en  thrift  institution 
dapoalts  oeeurred. 

Xn  a  latter  to  Chainaan  St  Canwin  dstad  January 
28,  19B7   which  I  have  included  aa  Kxhtbit  C,  FADA 
Board  K«ab«r  and  foraer  THLBB  chairman,  Tho»a*  R. 
B^Mr,  succinctly  deacribed  FAOA'a  dilaaaa  with 
raapaot  to  the  Sunshine  Act  provlalon: 

"The  provision  for  having  FADA  aubjeot  to  tha 
"Sunshine"  law  ia  potentially  vary  damaging.   All 
of  us  are  in  accord  with  the  objectives  of  tbe 
Sunshine  law.   No  group  of  elected  or  appointed 
officials  has  «ny  business  doing  tha  public's 
bn*in«*«  in  oacrat. 

FADA'a  aisalon  la  very  atralght forward.   FAOA  wa* 
organized  to  deal  with  bad  assets  coming  out  of 
defunct  SSL's.   These  assets  are  typically  a  >**• 
lagally,  aa  well  a>  their  Inherent  makeup,  «.g. ,  a 
housing  development  poorly  designed,  poorly 
leodted,  improperly  built  in  which  lender  and 
borrowar  may  have  baen  partners  of  some 
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torm   and  it  api^ars  thara  may  hava  baan  fraud 
involvad  at  avary  step  o£  ttaa  transaction.   Tb* 
oomplaxity  ot  thesa  daallnga  ia  auch  tbat  handling 
thai  witbin  tha  conCinaa  of  a  govamniant 
buraaucTBcy  ta  almoat  cartain  to  incraaas  the  coat 
of  tha  aolution  parbapa  by  a  aajor  Bultipla  amount. 

FADk  la  not  Baking  any  rulaa  or  a^rovlng  any 
applications  or  in  any  way  angaging  in  any  otbar 
public  buslnasa  ot  that  typa.   It  la  aij^ly  trying 
to  work  out  lagally  and  oparationally  cai^lax 
boalnaaa  tranaactiona  to  raeovar  a  ■■v<»ii»  anount 
of  aonay  and  cut  rsLICs  lossoa. 

To  open  this  procaas  of  Bsorrowar  nagotiation, 
private  lagal  procaadinga,  building  trade 
negotiations,  sales  efforts  and  mo   forth  to  a 
public  forua  will  stifle  noat  of  rADA'a  potential." 

therefore,  strongly  andorae  deleting  this  proviaion 


aeportlna  Recml 

B.R.  27  includes  a  proviaion  requiring  quarterly 
detailed  written  reporta  to  tha  House  and  Senate 
Banking  Comlttess  en  all  FADA  activitiaa  and 
operations. 

Tha  reporting  raqulreatants  of  section  7  are,  in 
affect,  di^licativa  since  tha  PAQA  baa  a  required 
financial  and  operational  reporting  requiraaent  to 
the  F8LIC,  its  sola  abareholder.   The  Congreas  and 
GAO  baa  accesa  to  this  and  other  information 
through  the  F8LIC  at  any  tine,  nie  regulatory 
structure  tbat  the  ^n£B  end  the  FSLIC  have 
eatabliabed  for  the  fada  should  be  allowed  to 
continue  and  a  aeparata  (provision  to  be  audited  by 
SAO  in  conjunction  with  already  existing  reporting 
requirviente  would  acco^liah  the  objectives 
otttllned  by  CUeirBan  St  CecMSin  in  bis  Floor 
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In  addition,  H.R.  27  currently  contains  a  aimilar 
raporting  raquiramant  in  Saction  6(a)  tbat 
raquiras  PADA  to  raport  on  tha  full  acopa  of  its 
activitiaa  and  ^tarationa  aa  part  of  a  broader 
raport  to  tha  Con^rass  by  tha  rSLIC. 

For  thasa  raaaona,  this  provision,  tharafora,  can 
ba  dslatad  and  tha  reporting  raquiravants  of 
Saction  6(a)  substitutsd. 

lumMry,  givsn  tha  *agnituda  of  troubled  real  eatate  aaaete 
leat  and  future  savings  and  loan  failures,  we  believe  the 
:   of  FAOA  can  svibstantially  help  the  Congraas  and  the  FSLIC 
>lve  these  probleme.  Me  support  your  objectives  of  the  FAOA 
lucting  its  operations  and  activities  under  full 
pressional  scrutiny  and.  In  acblaving  this  purpose,  sincerely 
I  you  will  give  serious  consideration  to  the  ■odifications  we 
I  suggested. 
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EXHIBIT h 

ROSLYH   B.    PAMtE   -   BIQ 


Roslyn  B.  Payn*  Is  Prasidant  and  CEO  of  tha  Fadcral  Asset 
Disposition  Association,  a  wholly  subsidiary  of  tha  FSLIC.   Ib« 
Fsdsral  Assst  Disposition  Association  was  craatad  in   lata  1989 
to  bandls  tha  aanagaasnt,  work-OUt  and  liquidation  of  tba 
significant  nunbar  of  difficult  asaats  ancountarad  by  FSLIC 
through  tha  failura  of  savinqs  institutions.  Tha  FADA  acts  as 
an  agant  for  FSLIC. 

Prior  to  har  currant  rasponsibilitias,  Hrs.  Payna  was  an 
axacutlva  with  Ganstar.  Sha  was  Praaidant  of  Ganatar  Pacific 
Davalopnant  Vanturas,  a  raal  aatata  Invaataant  coapany  Involvad 
with  rasidantlal  and  comaarcial  davalopnants.   sha  was  also  a 
Group  vica  Prasldant  for  tha  Land  and  Raal  Zstata  Division  of 
Ganstar  Corporation,  a  board  nanbar  and  Exacutiva  Vlca  Prasldant 
and  Ganaral  Hanagar  of  Suttar  Bill  Ltd.,  a  Ganstar  ctnmarclal 
davalopnant  co^any.  Sha  had  originally  joinad  Ganstar  Mortgage 
Conpany  in  Novaabar  1981  as  Sanlor  Vica  Prasldant. 

Bafora  joining  Ganstar,  aha  was  a  vice  Prasldant  and  sbaraholdar 
with  Baatdil  Raalty  Inc.,  a  raal  astat*  invastaant  banking 
flra.  Hrs.  Payna  was  with  Eastdil  froa  1970  to  1981  in  Naw  York 
and  San  Francisco. 
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Mrs.  PayiM  1«  a  tor— r  ■■■>!■  r  of  the  Board  of  01r*ctor«  of  tb« 
Financial  Cantar  Bank,  San  Francisco,  California  and  la  a  Board 
Maabar  of  Plrat  AMarican  Title  Onaronty  Coivany,  Oaiaand, 
California.  Sba  ia  on  tlia  Beard  of  Dir*ctor*  of  tb*  Mortbam 
California  Cbaptar  of  '■»■'*«■<"  Upha,  a  raal  aatata  honorary,  and 
la  •  Baabar  of  ttaa  Vlaitlng  Ooaaittaa  of  tha  Scbool  of  Bu>lna»a 
Adainlatration  of  tha  Univaraity  of  Michigan.  Hra.  Payna  waa 
Prasidant  of  tha  Bay  Araa  Nortgaga  Asaoclatlon  1981  -  1982. 

Sb«  racalvad  a  bachelor  of  buainaaa  dagraa  froa  tha  Univaraity 
oC  Michigan  1968  and  a  aaatar'a  in  bualnaaa  administration  from 
-Uia  Harvard  Bualnaas  School  In  1970. 
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THE  Federal  Asset  DisposmoN  Association 
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Tba  proTlalon  of  havlnc  PADA  aublect  to  tbe  'Sunahlna*  !■■ 
la  potentially  vary  daBsglni .  All  of  ua  are  In  accord  Hltli 
tbe  objectlvaa  of  tha  Sunablne  lav.  Ko  group  of  alactad 
or  appointed  offlctala  baa  any  bualneaa  doing  tbe  public's 

PADA'a  Blaaion  la  vary  atralghtf orward .  PADA  waa  organlted 
to  deal  wltb  bad  aaaeta  coalng  out  of  defunct  SlL'a.  Tbeaa 
aaaeta  are  typically  a  aeaa  legally,  aa  veil  aa  tbelr  Inbaraat 
sakaup ,  e.g.,  ■  houalng  developsent  poorly  dealgnad,  poorly 
located.  Inproperly  built  In  vhlcb  lender  and  borrover  aay 
bave  been  partnera  of  aome  fora  and  It  appeara  tbera  aay 
have  bean  fraud  Involved  at  every  atap  of  the  tranaactlon. 
The  GOnplaxlty  of  tbaaa  deallnga  la  aucb  tbat  handling  thaa 

csrtaln  to  Increaae  the  coat  of  the  aolutlon  perbapa  by  a 


ce  dealing  with  problaa  aaaeta. 
of  people  who  bave  experlance 

PADA  la  not  oaklng  any  rulea  or  approving  any  appllcatlona 
or  in  any  vay  engaging  In  any  other  public  bualneaa  of  tbat 
type.  It  ia  alnply  trying  to  work  out  legally  and  oparatloo- 
ally  conplei  buelneea  tranaactlona  to  recover  a  maxlaua  aaount 

To  open  thla  proceaa  of  borrower  negotiation,  private  legal 
proceedlnga,  building  trade  negotlationa ,  aalea  efforta  and 
•O  forth  to  a  public  forua  will  atlfle  aaat  of  PADA'a  poten- 
tial. 

There  being  no  public  benefit  to  disrupting  PADA'a  operatlona 
and  aucb  daaage  potential  by  ao  doing,  I  reapectfully  euggeat 
that  you  delete  thla  requlrenent. 

Ae  ao  auch  aoney  la  involved  and  It  ii  PSLIC  aoney  and  ultla- 

ia  not  aa  aucceaaful  aa  It  alght  be,  having  PADA  reviewed 
by  a  Congpeaalonal  overalght  conalttee  would  be  aucb  In  order. 
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Tke  aavinga  and  loan  Indnatrr  and  PSLIC  problaa  la  of  a  aagnt- 
tnda  not  fully  eoattrabandad  by  «  K'*>t  oaiir  paopl*.  I  urge 
V«a  to  aao  your  baat  affart  ta  work  coaard  affactlva  aacbanlca 
te  prodnca  a  aolutloo. 
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TESTIPOir 

JBWINGS  BY  THE  HOUSE  OF  REPFESEKTATIVES 

BWCING  CCmiTTEE 

WRCH  3,  1987 

CHAIFMW  ST.  GEFWIN;  CDWIT7EE  feBERS: 

Vtf  rWW    IS  LlOfEL   NOWDTW.      I   W  EMPLOYED  AS  TIC   PRESIDErfT  OF  THE 

WatsonsTaylor  Realty  Company,  which  has  its  main  office  in  Dallas,  Texas. 
Hy  company  is  engaged  in  t>€  ccm€rcial  real  estate  business,  acquiring  rw 
land  and  then  increasing  its  econcmic  value  by  executing  t>e  many  stips  in 

THE  Deva0P^Em■  process  including  zoning.  REOAMATION  of  FLOOJ  PLAIN, 
MASTER  planning,  DEVELOPMENT  OF  THOROUGHFARES  AND  UTILITIES  AND  FINALLY 
CONSTRUCTION  OF  INCOME  PRODJCING  ASSETS.   Hy  COMPWY  MAS  A  PORTFOLIO 

estiwted  at  approxiwtely  $500  million,  we  engage  in  direct  sales  of  all 
types  of  property  as  well  as  private  and  public  syndications,  our  firm  is 
the  fourth  largest  operator  of  mini -warehouse  facilities  in  the  united 
States. 

In  YOUR  CORRESPONDENCE  OF  FEBRUARY  26,  1987,  YOU  INVITED  ME  TO  APPEAR 
BEFORE  THIS  COWITTEE  TO  SHARE  MY  CDMPANY'S  EXPERIENCE  AS  IT  APPLIES  TO  THE 
ISSUES  NCW  UNDER  YOUR  CONSIDERATION.  SPECIFICALLY,  I  WAS  ASKED  TO 
SUMMARIZE  MY  EXPERIENCE  IN  DEALING  WITH  THE  FSLIC  AND  THE  FEDERAL  ASSET 

Disposition  Assxiation  and  td  mKE  reccwendations  concerning  steps  that 

SHOULD  be  taken  TO  PRCMOTE  THE  STABILITY  AND  THE  RECOVERY  OF  THE  SAVIMSS 
AND  LQM  INDUSTRY,  PARTICULARLY  IN  THOSE  AREAS  EXPERIENCING  SEVERE  ECONOMIC 
DEaiNE, 

First,  I  will  coftBir  on  my  experience  in  dealing  with  t>€  FSLIC  mo 
THE  FADA.    This  experience  has  cere  twrojgh  continuing  relationships  with 

FOUR      SAVINGS     AND      LOAN     ASSXIATIONS     WHICH      HAVE     BEEN      PLACED     UffflEfi 

supervision.    One  of  these,  was  suBSEQUErm.Y  placed  into  receivership.    I 

WILL  LIMIT  MY  CCItCNTS  TO  EXPERIENCES  WITH  TT€  ASSOCIATION  IN  RECEIVERSHIP, 
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For  pour  aw  cte-WLF  months  prior  to  the  associations  being  placed  in 

XIVERSHIP.  MY  OOWANV  HAD  BEEN  NEGOTIATINQ  m  LOAN  PORTFOLIO  WITH 
I  ASSOCIATION  MHILE  IT  MS  ItOER  SUPEFMSION,  NEGOTIATIONS  V€RE 
•UCTED    WITH    SUPERVISORY    CONSULTANTS    HIRED   BY   THE    ASSOCIATION    UNDER 

XRAL  Home  Lxvw  Bank  direction.    These  negotiations  resulted  in  tw 

?ARATION  OF  A  LETTER  AGREEKNT  ON  DISPOSITION  OF  THE  PORTFOLIO  WICH  VMS 
BE  SIOED  DURING  TTC  SWE  WEEK  IN  WICH  TW  ASSOCIATION  WAS  PLACED  INTO 
CEIVERSHIP. 

Shortly  after  the  association's  TAtiEovER  by  the  RLB.  m  cowany  fet 

TH  FADA  IN  THEIR  DALLAS  OFFICES.  AT  WICH  TIK  FADA  WAS  INFORMED  THAT  A 
HTATIVE  AGREEKNT  EXISTED  WICH  HAD  BEEN  CAREFULLY  STRUCTURED  BY  APPROVED 
°ERVISORY  CONSULTANTS  WITH  BU  KNOMLEDGE  AND  COULD  BE  IhtEDIATRY 
'LBCNIED,  Th€  SUBSTAHTIAL  NEGATIVE  IW»Aa  OF  DEUY  ON  T>C  CDWANY'S 
ILITY  TO  COrffiUCT  ITS  BUSINESS  WAS  BffttSlZED,  AmiTIONALLY,  THE 
WIFICANT  SIZE  OF  THE  TOTAL  LAW  PORTFOLIO  OHNED  AW  T}£  POTENTIAL  FOR 
tlOUS  FINANCIAL  REPURCUSSIONS  THROUCHOUT  THE  FINANCIAL  COTtUNITY  HAS 
5ESSED  AS  ANCmCR  COMPaLING  WITIVATION  FOR  TI^eLY  ACTION.  AS  FADA 
JICATED  TWT  IT  DID  NOT  YET  HAVE  RECOWS,  THE  COWANY  VauNTEERED  TO 
'PLY  FADA  WITH  COPIES  OF  ALL  LOAN  DOCUCKTS  ON  THE  PORTPaiO.  AW  T1D  HOLD 
TAILED  BRIEFINGS  FOR  T>€1R  STAFF  ON  EACH  INDIVIDUAL  PROJEa  TO  EXPEDITE 
E  WGOTIATIONS.  COMPLETE  FILES  WERE  DELIVERED  TWO  DAYS  FOLLOWING  OUR 
ITIAL  MEETING.  ON  THE  NEXT  MY  OUR  CONCERNS  WERE  REITERATED  AW  A  FIRST 
INT  WORKING  SESSION  WAS  ANTICIPATED  DURING  THE  FOLLOWING  WQK  AS  HAD  BEEN 
REED  AT  THE  PREVIOUS  hEETIHG.  THAT  WORKING  SESSION  WAS  CANCELLED  BY 
QA. 
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More  than  tvo  months  passed  from  the  TJ^c  of  receivership  uwtil  a 

MEETING  VMS  CALLED  BY  FADA.  T«  MEETINS  WAS  ATTEHXD  WITH  THE  EXPECTATION 
OF  HEARING  Tt€  FADA  RESPONSE  TO  THE  PROPOSAL  THAT  HAD  BEEN  IN  HAND  F=OR  OVER 
TWO  MONTHS.  UPON  ARRIVAL  AT  TTC  ^EETING.  FADA  REPRESENTATIVES  STATED  THAT 
T»€  PURPOSE  OF  T>€  MEETING  WAS  TO  SAY  THAT  TTC  PREVIOUS  PROPOSAL  WICH  HAD 
BEEN  RECatCNCED  BY  FHIB-  APPROVED  CONSULTANTS  WAS  OF  NO  VW.LE,  THAT 
OBLIGATIONS  TO  A  SUPERIOR  LIEWOLCER  WOULD  NOT  BE  PAIS,  AW  TWT  FADA  NOW 
HAD  fin  LRGEtfT  NEED  FOR  A  NEW  PROPOSED  DISPOSITION  AGREEICNT.  NO  RESPONSE 
WAS  OFFERED  ON  ANY  POINTS  OF  THE  EAK.IER  PROPOSAL  AND  NO  SUGGESTIONS  t€RE 
OFFERED  ON  THE  STRUCTURE  DESIRED  IN  THE  NEW  PROPOSAL  OTHER  TWN  AN 
IfOICATION  THAT  APPfiOVAL  OF  TT€  RECEIVER  WOULD  HCfT  BE  LIKELY  WITHOUT  THE 
INJECTION  OF  CASH  BY  THE  BORROWER,  BUT  THAT  THIS  WAS  NOT  A  RIGID 
REQUIROefT. 

Twelve  eays  uter,  having  received  no  furttcr  iwvt  from  FADA,  another 

PROPOSAL  WAS  DELIVERED  TO  FADA.  THE  FOLLOWING  MY  FADA  STATED  THAT  THE  NEW 
PROPOSAL  WAS  NOT  ACCEPTABLE.  AGAIN,  FADA  REPRESENTATIVES  DEalNED  TO  MAKE 
A  OJUNTER  PROPOSAL.  NINE  MYS  UTER  A  LETTER  WAS  EELIVERED  BY  FADA  TO  MY 
OFFICES  WHICH  STATED  CERTAIN  TERMS  UPON  WHICH  AN  AGREEWNT  MIGHT  BE 
REACHED.  The  letter  highlights  SEVERAL  PROBLEMS  THAT  BORROWERS  ARE 
EXPERIENCING  IN  DEALING  WITH  FSLIC  AND  FADA  IN  A  DEPRESSED  ECONOMY,  LET  W 
CITE  CERTAIN  EXCERPTS  FROM  THIS  LETTER. 

I  QUOTE,  This  letter  will  set  forth  certain  of  our  concerns  with 

RESPECT  to  said  PROPOSAL  AND  WILL  ALSO  SET  FORTH  IN  A  VptY  GENBW.  SENSE  A 
preliminary  BASIS  ON  WHICH  WE  WOULD  BE  WILLING  TO  DISCUSS  A  WORKOUr  Of 
THESE  LOANS",  MEWtERS  OF  THIS  COWITTEE,  LET  ME  TELL  YOU  THAT  IT  HAS  TAKE 
TWO  AND  0«-HALF  MONTHS  TO  REACH  THIS  MILESTONE.  AT  THIS  RATE,  OUR  CCWPAI 
—  "CMTWY  BEFORE  AN  ACTUAL  flSRKItNT  COULD  BE  ACHIEVED. 
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I  SUOTE  AUIN.  "ANY  VatKOUT  HHICH  ME  MOULD  AGREE  TO  HOULD  REQUIRE  IK 
WmCKN.  OF  TTC  FSLIC*I  ^C  OVtCIT  ENTER  IKTO  ANY  BIWIING  AGREE^CHrS  UNTIL 
SUCH  AGflSrCNTS  HWE  BEEN  APPROVED  BY  TTC  RECEIVER*.  SINCE  THE  BQRROCR 
NJST  DEN.  WITH  AN  ENTITY  WHICH  DOES  HCTT  WVE  CECISION  HUCING  AUTHORITY  T>E 
PROCESS  15  EVEN  KKE  CtlfiERSCrC  AND  TIFE  CONSIHING,  IN  AT  LEAST  ONE 
INSTANCE  tC  ARE  AkHRE  OF,  FADA'S  RECOWEWATION  TO  T>€  RECEIVER  TO  HONOR  A 
FUNDING  CBLIfiATION  TO  A  SUPERIOR  LIENHOLDER  HAS  KB*  DENIED  AND  HAS 
RESULTED  IN  THE  FOREaOSURE  TOUY  OF  A  LOAN  ON  MHICH  APPROXIWTELY 
$16  HIUION  IN  SUBORDINATE  DEBT  MILL  BE  IffCCOVERABLE  BY  T>C  RECEIVER. 

I  FUmCR  QUOTE  FR(W  T>€  SA^C  LETTER.  TW  COMPANY  "LOOKS  TO  T>C 
RECEIVER  TO  BEAR  ALL  FUTURE  FINANCIAl.  RESPONSIBILITY  AND  GIVE  WST  AN 
EXTDDED  PERICO  OF  TIFE  TO  ALLOW  7>€  PR06LEK  WITH  T)€  PROPERTIES  SECURING 
TTC  LOWS  TO  WORK  T^ecaVES  OUT,  AS  I  #1  SURE  YOU  ME  AMARE,  THIS  GIVES 
THE  teCEIVER  LITTLE  INCBfflVE  TO  ACCEPT  YOUR  PROPOSAL", 

6ENTLaCN>  MCN  THESE  LOANS  MERE  MADE,  T>£  LB€ER  MAS  PLEASED  TO  BEAR 
T)€  FINANCIAL  RESPONSIBILITY  TO  EXTRACT  THE  REWRDS  IN  TTC  FOW  OF  FIFTY 
PERCENT  PROFIT  PARTICIPATIONS  EXPECTED  UPON  DISPOSITION  OF  TTC  ASSETS,  NOM 
THAT  THE  ECOHOilC  SITUATION  IS  LESS  FAVORABLE  T>C  LENDERS,  BY  BEING 
SUBJECTED  TO  SEVERE  CHANGES  IN  REGULATtKY  PRACTICES-  HAVE  BEEN  FORCED  TO 
VBVM)  RENEWL  TEWS  UPON  MHICH  MOST  BORROWERS  MOULD  NOT  HAVE  BEEN  ABLE  TO 
MAKE  TTC  INITIAL  LOAN,  UNDER  TVC  CURRENT  CIRCWSTANCES  TIME  AND 
FOREBEARANCE  ARE  THE  OM.Y  rCANS  OF  REALIZING  THE  MAXIMLH  RETURN  FROM  THESE 
LOWS,  YET  THIS  PRWIDES  TTC  FSLIC  "LITTLE  INCENTIVE'  TO  COOPERATE. 

To  IMTE,  OVER  TWO  AND  ONE-HALF  ^ONTHS  HAVE  PASSED  SINCE  MY  FIRST 
rCETING  MITH  FAOA.  DURING  THAT  TIME  FADA  HAS  DQOfSTTUTED  A  DISTINCT  LACK 
OF  REGARD  FOR  ANY  OF  THE  CONCERNS  EXPKSSED  AT  OUR  INITIAL  ^CETING. 
F#l[LIARIZATION  BRIEFINGS  ON  ASSETS  IN  THE  PORTTOLIO  HAVE  BEEN  REFUSED. 
FADA   FAILED  TO  MM*-  FULFILL    ITS  0H.I6ATI0NS  TO  FUND   PAY^ENTS   TO  SUPERIOR 
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LIENHOLDERS.  WHILE  FADA  HAS  STATED  THE  POSITION  THAT  TK  DEBTOR  IS  TTC 
OWNER  OF  T>€  PfiOPERTIES,  IT  HAS  REFUSED  IT  Tt€  OPPORTUNITY  TD  REDUCE  DEBT 
BY  DENYING  COHSBfT  TO  A  COWnWCTED  SALB  AND  HAS  NOT  ALLOWED  IT  TO  REVIEW  AH 
APPRAISAL  oraCRED  BY  FADA  ON  ANOThCR  PROPERTY. 

Specifically,  a  cokiract  was  presented  on  one  property  which  would 
have  resulted  in  a  paydown  eojal  to  llox  of  the  prorated  debt  basis  of  the 

parcel  TID  BE  RELEASED.  In  SPITE  OF  THE  FACT  THAT  RELEASE  PROVISIONS  OF  THE 
LOAN  DOCUCNTS  STATI  THAT  THE  LENDER  WILL  RELEASE  PORTIONS  OF  THE  PROPERTY 
UPON  PAWENT  OF  "AMOUNTS  REASONABLY  RELATED  TO  THE  COLLATERAL  VALLE"  OF  TW 
PAfiCEL  TO  BE  RELEASED,  THIS  SALE  WAS  DENIED. 

WITH  REGWffi  TO  DENYING  THE  OPPORTUNITY  TO  PARTICIPATE  IN  T>€  APPRAISAL 
PROCESS,  FADA  CONTRACTED  FOR  AN  APPRAISAL  WHICH  FOUND  A  VM.UE  FOR  A  SECOW 
PROPERTY  THAT  IS  NOT  CCMPATIBLE  WITH  KNOWN  COMPAWffiLES  IN  THE  IMMEDIATE 
NEIGHBORHOOD.  FADA  NEITHER  ALLOWED  THE  BORROWER  TO  ^EET  WITH  THE  APPRAISER 
TD  REVIEW  ASSUHPTIONS  PRIOR  TO  STARTING  THE  APPRAISAL  NOR  TD  REVIEW  THE 
APPRAISAL  SINCE  ITS  COMPLETION, 

Now  THEN.  What  can  be  done  td  get  the  system  back  on  its  feet  again? 
I  suggest  that  if  the  developing  situations  WERE  being  looked  at  in  a 

LOGICAL  BUSINESS-LIKE  MANNER  WE  WOULDN'T  BE  WHERE  WE  ARE  TMIAY.  ThE 
REGULATORY  AGENCIES  WVE  NOT  MERELY  OSCILLATED,  THEY  HAVE  SLWtED  FHCM  OfE 
EXTHEHE    TO    TT€    OTHER.       FIRST,     THERE    WAS    TOO    MUCH    DEREGULATION    OF    THE 

Savings  and  Loan  Industry  am)  far  Tt»  little  reguutory  supervision,  As  a 

RESULT,  A  set  OF  LENDING  PRACTICES  WAS  ADOPTED  BY  THE  INDUSTRY  WHIQi 
RAPIDLY  BECAME  UNDERSTOOD  TO  BE  THE  ACCEPTABLE  NORM,  HAVING  TACIT  IF  NOT 
EXPLICIT  APPROVAL  OF  T>E  REGULATfflY  BCOIES.  THEN,  AS  ECONOMIC  CHANGES 
OCCURRED  IN  SOME  REGIONS  AND  LENDERS  BEGAN  TO  EXPERIENCE  DIFFICULTY, 
REGUUTORS  CMC  IN  AND  CHANGED  ALL  OF  T>E  RULES  FOR  BUSIFESS  THAT  MAS 
-5- 
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HS&m  in  RACE.  SBBE  HRtTE  DOMC  tBE  NMMBI  Vt  EXWIICRS 
OASSIFYDB  LQMS.  AmUUSN.  STWOMSS  lOE  SICMIFICMniY  M.TBIED. 
RESULTIK  n  FUmei  BOSIOM  OF  IHE  BOUrTY  BASE.  LBOERS  IBC  TCU)  NOT  TO 
HUE  fEM.  ESTXTE  iXMHS  IN  CSOAIN  iCGIGHS.  TiC  REN.  ESTATE  eCOOtt  OIC  TO 
A  SOEEOIIK  IM.T  MIX  ND  MNV  OXT  tKS)  DC  EXISHNS  fll^. 

)*KT  NUCS  BU5IICSS  SSCE   IS  TD:     FIRST,    ICBiriFY  JW  aiHIIWTE  TIC 
CROOKS  HUM  nC  SY5IBI,   BUT  REOIGHIZE  IWT  THE  VAST  HUGRITY  OF  LBCIHG 

iNsmuncMs  no  iE«.(rBt/  Bcmaets  me  sikxk.  honest  mo  professiohn. 

BUSIICSSm.  THET  should  be  TfCATED  AS  SU(»,  SECQM).  RECOGNIZE  TWT 
EOOHOHIC  CCnmCNS  NAY  HAVE  A  STUONS  REBIOWL  (Xmmn.  A  SET  OF  ftlfilD 
REOJLATIWS  CNMOT  PRKTICALLY  BE  NNE  IH  HtSHINSTON  AM)  THEN  APPLIED 
IMIFQIH.Y  ACROSS  TtC  COUmtY  AT  MX  TlffiS.  SUOaY.  THE  12  REGIOMS 
ESTABLISret  IN  TIC  HLB  MEfC  IH  RECOGNITION  TWT  TWRE  NAY  BE  RESIQNAL 
DIFFERBCES  HHICH   WIU   RSaUIRE   THE   FLEXIBILITY   TD  TAME   UHIflUE   KTIOHS. 

Third,  recoscize  twt  the  real  estate  mtyzr  is  cvaicAL.    ThE  ojRRENr 

SYSTB1  OF  CLASSIFYING  LOWS  BASED  UPON  APPRAISM.S  AM)  TtC  OWtGE  IN 
APPRAISAL  FETHOOS  WS  CAUSED  LEWERS  TO  SUOOENLY  LOSE  SUBSTANTIAL  PORTIONS 
OF  THEIR  NET  HDRTH.  JiN  APPRVISAL  IS  FERELY  A  'SNAPSHOT*  TAKEN  AT  ONE  POINT 
IN  TIW  IN  A  CYaiCAL  INDUSTFY.  REGUUTDRY  PRACTICES  MUST  TAIC  THIS  CYaE 
INTO  ACCOUNT  RATHER  THAN  CAUSE  PANIC.  RED-LINING  AND  FIRE  SALE  LIQUIDATION 
OF  ASSETS  WITH  THE  RESLLTWfT  ECOHCMIC  CHAOS  IT  CAUSES.  FOURTH.  DON'T 
PtJNISH  HOICST  LENDERS  AND  HONEST  DEVELOPERS  BECAUSE  OF  POOR  ECONOMIC 
C0M)ITIONS  -  HELP  THEM  TTHOOGH  TtC  SITUATION. 
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Fifth,  leave  assets  in  the  hands  of  those  most  likely  td  cohvert  the 
asset  imtd  cash  and  pay  the  debt.  tfc  developers  ape  highly  motivated  by 
the  desire  to  make  a  profit,  reduce  debt  or  even  td  minimize  a  poiehtial 
future  deficiency.  no  other  bftity  is  more  motivated  to  realize  miwimlm 
yield  from  the  assets,  certainly,  ti£  staffs  of  ti£  regulatwy  bmiies  have 
no  such  incentives.  in  fact  the  staffs  of  associations  such  as  fadft  have 
an  incentive  to  take  property  frcm  the  developers  as  such  action  prolongs 
their  job  and  requires  acoitional  staffing  which  might  justify  greater 
responsibility  and  wages,  sixth,  eliminate  t>€  severe  write  dowts  oh 
assets  where  reasonable  business  plans  indicate  that  the  debt  can  be  repaid 
with  tim.  seventh,  allcw  ttw  for  the  economic  conditions  to  iwbove  so 
that  the  ultimate  value  of  the  assets  may  be  realized, 

Last,  use  any  new  funding  approved  by  the  Congress  to  help  the  savings 
and  loan  associations  rathbt  thau  td  destroy  thbi. 
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FMieral  Asset  MpCMtHon  Anodatton 


meAZO,  1907 


n^llliwi  on  BoDdng,  Flnanoa  and 

Urban  Affaln 
TI.S.  HcMM  of  R^xveentatives 
Vhsblngbcn,  D.c.    205is 

Dear  Hr.  flwliiiii 


Bsslyn  B.  ^vn* 
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I  A>Ml  MtpeiWon  Auoelatten 

5060  Spadrum  Di1v« 
SuMlimE 

Daka.  Taxoi  7S248 


MEHORAHDUH 


The  purpose  of  this  Hemorandun  Is  to  suinmarize  the  statue  of  the 
above-referenced  Loans  and  to  Identify  several  key  problem  areas 
of  the  existing  H&TR  proposals  to  restructure  them. 

A.   Asset  Review  Schedule. 

Attached  as  Exhibit  a  ia  a  schedule  by  asset  of  the  WfcT 
portfolio  indicating  among  other  things,  existing  debt, 
'  "  "   "      ammitment,  maturity  dates,  and  asset  types.   " 


Economio  Problems  with  WtT  Proposal. 

As  you  )cnow,  WSTR  proposed  restructuring  these  Loans  to 
achieve  a  payoff  over  a  period  up  to  seven  years.  This 
proposal  <a  copy  of  irtiich  is  attached  hereto  as  Exhibit  B^ 
is  similar  (but  not  as  favorable  to  the  Receiver]  to  an 
initial  plan  which  WSTR  had  discussed  with  J.E.  Robert  Co. 
prior  to  the  FirstSouth  Receivership,  It  is  the  opinion  of 
the  Dallas  Office  of  FADA  that  the  WST  proposal  is  deficient 
from  an  economic  perspective  for  several  reasons  including, 
without  limitation,  the  following: 

1-    LaSH o£ Financial  Coimitinent .   H&TR  and  its 

principals,  A.  StarKe  Taylor,  III,  and  George  s. 
Watson,  have  refused  to  make  any  conmitment  to  invest 
financial  resources  into  the  projects  securing  the 
Loans.  Hhen  we  questioned  Lionel  Howotny,  President  of 
WfcTR,  on  this,  he  said  (a)  M&TR  (the  borrowing  entity) 
had  no  additional  financial  resources,  (b)  Messrs. 
Watson  and  Taylor  did  not  Intend  to  maKe  any  personal 
financial  commitments  on  these  Loans,  and  (c)  there  was 
no  reason  for  any  entities  affiliated  with  W&TR  to 
obligate  themselves  for  the  debts  of  H&TR.  In 
connection  with  this,  numerous  requests  by  FADA  for 
current  financial  statements  on  the  borrowing  entity, 
all  affiliates,  and  Messrs.  Watson  and  Taylor 
individually  have  been  ignored. 
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3.     wductloB  of KitlrtlMg  rlnanelal  Co—lfa— »^t. 

Currwitly,  H&TR  la  a  guarantor  of  tha  antlr* 
indabtadnaaa  avldancad  by  aoat  of  tha  Loana  (aaa 
Bvhihih  fci.  To  tha  axtant  a  daflciancy  axiata  (attar 
otfsata  tor  *anaga>ant  faaa  and  ra-appraiaal  righta) 
with  raspact  to  tha  Loana  at  tha  and  of  tha  workout 
psrlod,  HCTS  propoaaa  a  "cash  flow"  nota  to  ba  paid  to 
tha  axtant  poaalbla  froa  oparational  caBh  flow*  of  HITR 
for  only  ona-half  (1/2)  of  tha  daflcioncy  a>ount.  Thia 
ia  baaad  upon  tha  tact  that  rlratSouth  originally 
ratainad  a  50t  profit  Intaraat  In  tha  loana. 

3.  Llaltad  Batum  to  flratSouth.  H«TR  haa  Md« 
■avaral  propoaala  which  would  liaiit  tba  potential 
ratum  which  tha  Racaivar  could  raalica  on  thaaa 
Loana.  Pirat,  by  it*  concapt  of  a  "Targat  Aaount' 
daficiancy,  tha  Racolvar'a  Invaataant  accruaa  intaraat 
during  tha  workout  parlod  only  to  tha  axtant  that  tha 
currant  dabt  axcaada  tha  currant  appralaad  valua. 
Tharafora,  upon  aala  of  tha  proparty,  tha  Racaivar 
would  racaiva  no  ratum  on  ita  invaataant  to  tha  axtant 
of  tha  axiatlng  valua  of  tha  propartioa  (it  ahould  ba 
notad  that  thara  la  no  Incoao  froa  aoat  of  tha 
propartiaa  to  provlda  a  currant  ratum) .  Sacond,  WCTR 
proi^aaa  a  raducad  Intaraat  rata  on  tha  Targat  Aaount. 
Finally,  If  tha  dabt  ia  paid  oft  by  aala  of  propartiaa, 
th*  Racaivar  la  not  to  racaiva  any  portion  of  tha 
•xcaaa  procoada  froa  auch  aalafa)  (thla  nagataa  tha 
profit  intaraat  to  FiratSouth  on  aoat  of  the  Loana  and 
la  in  diract  conflict  with  thalr  raaaoning  on  aatting  a 
final   daficiancy   at  ona-half   (1/2)   of  tba  total 
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SOBO  Spoctrum  Diha 

SiMIIOOE 

Dala.T«)ai7624S 

C214)W(M766 

February  27,    19B7 


Mr.   Lloiwl  J.   Nowotny 
PrasldBtit 

HATSOH  t   TkYLOR  REALTY  COHPAHY 
4015  Bait  Lin*  Road 
P.O.  Box  81909: 
Dallas,  TX   753B1-9092 

Rb:  Proposal  for  workout  of  loans  fros 
FirstSouth,  F.A.,  to  Watson  t  Taylor  Realty 
CoBpany  ("WCT")  and  Its  affiliated  entitias 

Dear  Mr.  Howotny.- 

He  are  in  receipt  of  a  letter  dated  February  18,  1987  pursuant 
to  which  you  proposed  a  workout  of  the  loans  which  VItT  and 
certain  of  its  affiliates  have  from  FirstSouth,  F.A.  This 
letter  will  set  forth  certain  of  our  concerns  with  respect  to 
■aid  proposal  and  will  also  set  forth  In  a  vary  general  sense  a 
prelininary  basis  on  which  we  would  ba  willing  to  discuss  a 
workout  of  these  loans.  As  you  have  previously  been  informed  by 
us,  any  workout  which  we  would  agree  to  would  require  the 
approval  of  the  Federal  Savings  (  Loan  Insurance  Corporation 
solely  in  its  capacity  as  Receiver  for  FirstSouth,  F.A.  (the 
"Receiver") .  Therefore,  while  w*  think  the  proposal  set  forth 
below  would  provide  a  workable  basis  for  further  negotiations, 
we  cannot  enter  into  any  binding  agrssments  until  such 
agreements  have  been  approved  by  the  Receiver. 

A.   OMIKENTS  ON  WCT  PROPOSAL. 

Your  proposal  of  February  IB  does  not  provids  a  sound  basis  upon 
which  to  restructure  the  HIT  loans.  As  you  know,  many  of  the 
loans  are  past  due  and  there  appears  no  reasonable  llkallhood  of 
ImMdlataly  refinancing  them  or  selling  the  property  which 
secures  them  at  a  price  which  would  be  sufficient  to  retire  the 
indebtedness.  in  our  opinion  your  proposal  does  not 
satisfactorily  address  the  concerns  that  need  to  be  looked  at  by 
a  lender  in  a  situation  such  as  this.  As  an  example,  you  have 
not  made  any  proposals  concerning  HIT  making  any  additional 
financal  commitments,  but  rather  H&T  looks  to  the  Receiver  to 
bear   all  future  financial  responsibility  and  give  H(T  an 
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•xtandad  parlod  o£  tl>«  to  allow  th*  probloaa  with  tha 
propartlos  ■•curing  tho  loans  to  worK  thaaaalvvs  out.  A«  I  aa 
■ura  you  ar«  awaro,  tbla  givaa  tha  Racaivar  littla  Incantlv*  to 
Accapt  your  propoaal. 

On  a  BOE*  spaclfle  l«v«l,  lat  ■•  addreaa  savaral  of  tba  problaaa 
w*  had  with  your  Fabruaxy  18th  pr^oaal.  Tha  following  do  not 
conatltuta  a  c^^lata  liat  of  our  concama  but  highlight  soiia  of 
Uta  aajor  problaaa  wa  had  with  cartaln  of  your  apociflc 
proposal  a. 

1.  TramfT  of  own««h  1  n  ■  Voue  lattar  contaaplataa 
^ransfarrlng  tha  propartias  to  tha  Racaivar  and/or  tha  Fadaral 
Aasat  Disposition  Aaaociation  (the  "FADA" )  by  one  of  two 
wathods,  a  sala  of  certain  properties  for  the  aaount  of  tha  debt 
aaeurad  by  thaa,  or  a  dead  to  7AM  In  llau  of  foracloaura  with 
no  furtbar  obligation  and  no  dafielancy  claia  againat  WIT. 
Naltliar  of  these  propoaad  aathods  of  tranaferrlng  the  property 
la  satisfactory.  Initially,  lat  ae  aake  it  clear  that  the  PADA 
■araly  acta  as  an  agent  and  attorney- in- fact  on  behalf  of  tha 
Racaivar  in  eonnaction  with  the  aanageaent  of  cartaln  assata. 
narafora,  it  would  be  laproper  tor  tha  FADA  to  purchase  thoaa 
prc^artiaB  aa  you  have  auggaatad  in  your  letter.  Siailarily,  it 
would  be   illogical   for  tha  Racaivar  to  purchase  certain  of  tha 

tropertiea  ainca  it  currently  haa  loana  againat  thea  which  ara 
n  default.  While  we  would  be  willing  to  propoaa  that  Receiver 
accept  deeda  in  lieu  of  foracloaure,  we  would  not  do  so  on  the 
basis  which  you  have  auggaatad.  Rather,  If  a  deed  in  lieu  Is  to 
be  racoaaandad  it  would  only  ba  if  wa  first  agreed  upon  tha 
aaount  of  the  dafielancy  judgaant  which  would  ba  taken  with 
raspact  to  tha  loans  lAilch  ara  guaranteed  by  HCT. 

3.  Piano  canter.  your  proposal  with  respect  to  tha  Piano 
Cantor  loana  ia  unacceptable  to  ua.  You  aay  in  your  lattar  "Ho 
action  required.  This  la  a  parfoning  loan  and  on  an  Incoas 
property. "  You  ara  correct  that  this  la  a  parforalng  loan  on  an 
Incoaa  property  (actually  two  aaparate  loana) ,  however,  wa 
baliava  that  thia  aaaat  should  alao  be  a  part  of  any  workout 
pr^osal.   in  our  opinion  you  ahould  ba  willing  to  pledge  to  the 
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B*c*lv*r  th«  ownerablp  Intsraat  irttlch  WCT  or  Its  afflliatM  Miy 
hav«  In  this  projsct  as  additional  collataral  In  connection  with 
ttaa  overall  workout  plan. 

3.  m^llY  Boulevard.  Thl»  loan  w««  giurantaad  by  WW. 
Thsretora,  we  would  recommend  a  deed  In  lieu  only  in  connection 
with  a  previously  agreed  upon  deficiency  amount. 

4.  WindBcape/ windridae ■  The  FSLIC's  acceptance  of  a  dMd 
in  lieu  of  foreclosure  on  this  property  ae«»s  unlikely  because 
it  appears  as  though  the  property  will  be  foreclosed  upon  by 
underlying  llenholdere  prior  to  coipleting  any  workout 
further,  in  response  to  statementa  in  your  letter  the  FADA  has 
no  obligations  to  you  with  respect  to  theae  loans.  Further,  it 
Is  our  opinion  that  the  Receiver  had  no  obligation  to  fund  the 
underlying  loan  payments  for  several  r^aaona  including,  without 
ll»ltation,  the  fact  that  146T  is  In  default  with  respect  to  Its 
obligations  under  theae  loans. 

5.  Appralsala.  Ma  agree  with  you  that  the  prapertivs 
should  be  reappraised.  with  respect  to  the  appraisal  flnu  to 
be  used,  the  FADA  will  choose  reputable  Independent  an>raisal 
firms. 

6.  Management reaponsibllitiea.   As  you  know,  the  FADA  has 

been  assigned  the  management  of  your  loans  by  the  Receiver,  in 
our  opinion,  after  the  properties  securing  the  loans  have  been 
transferred  to  the  Receiver,  it  would  be  appropriate  for  the 
FADA,  rather  than  HST,  to  act  as  manager  of  the  properties  for 
various  reasons,  including,  without  limitation,  the  nature  of 
the  assets,  prior  management  history,  and  conflicts  of  interest 
which  may  arise  given  the  relationship  between  wtT  and  the 
Receiver.  The  FADA  would,  of  course  be  willing  to  'Consider  any 
proposals  and/or  special  concerne-  you  eay  have  with  respect  to  , 
any  of  the  properties  in  connection  with  such  manageoent. 

Kp»st  fro*  that,  we  nonetheless  have  problems  with  certain 
of  your  management  proposals  and  do  not  believe  they  reflect  an 

independent  arms-length  relationship. 

7.  Disposition sit proceeds.    Your  proposal  for  applying 

the  sales  proceeds  from  the  properties  Is,  in  our  opinion, 
inequitable.  As  we  understand  it,  what  you  have  suggested 
coBbines  •  Unit  upon  the  interest  which  the  Receiver  can 
receive  froa  Its  Investsent  in  the  loane  and/or  foreclosed  real 
estate   (see  discussion  below) ,  no  profit  participation  potential 
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a    tiM    «v«nt    tiM    prop«rti««     ar*     aold     at     a     [tcofit,  and  no 
ignificant     guaranta*     of  lo**«a  if  tb«  propartlaa  ara  aold  at  a 

Ua  iM  an  nntanabla  propoaal. 


TaiTfd BHiclaDEZ CaOECat'      Tbla  profMaal   la,    in  cnr 

,  c«^l«t*Ir  ona-aidad  and  inaquitabla  to  tha  Bacaivar 
Faral  rwaaotia.  Pirat,  you  propoaa  that  wa  accnta  Intaraat 
1  tha  Tarqat  Aaount"  aa  apaciflad  in  your  l«tt«r.  hm  wa 
tha  Taz^at  luaount  ia  tba  diffar«nc«  batnaan  tba 
■dnaaa  aacurad  by  all  propartiaa  and  tba  apprataad 
ilna  of  all  propartiaa.  Tba  alfact  of  thia  ia  tbat  prior  to 
■■m  aals,  tba  Kacaivar  la  uitabla  to  aara  a  ratnni  1900  tha 
oont  of  ita  InvaatBant  aqual  to  tha  valoa  oC  any  raal  astata 
licb  baa  baan  daadad  to  It.  Sacond,  you  aavaraly  limit  tba 
tsrvct     whidi     can     ba     accruad     avan     on  tba  tazq«t  daficlancy 

rtion.  Aa     you     know     undar     tha   loan  il aaiita  tha  Bacalvac 

old  charga  intaraat        at        rataa        in        axcoaa        of        Its 

OMt-of-funda."  Third,  your  daficlancy  proposal  aaya  tbat  If  a 
ficioncy  axlata  at  tha  and  of  aavan  yaara.  It  would  only  ba 
anuitaad  on  a  'caab  flow"  basis  by  HIT.  Ttal«  is  miBtaxptable 
rmiaa  you  ara  asking  us  to  ralaasa  N&T  fra>  an  abaoluta  and 
Bonditional  guarantaa  and  raplaca  it  wltb  tba  nonabaolnta 
nditlonal  'caab  flow"  guarantaa.  Cartalnly  im  would  not  ba 
ting  prudantly  by  rsco— sndlng  such  a  prapoaal  to  tba 
cttivar.  Finally,      you     propoaa  that  tba  cash  flow  daficlancy 

LI  only  ba  tor  ona-balC  oC  tba  targat  daficiency.  In  our 
bruary  asrd  aaating  you  axplalnad  that  tba  roason  for  thia  waa 
at  riratSouth  was  to  hava  racsivad  a  sot  profits  intaraat. 
at  aiqtlanation  la,  howavar,  Inconslstant  with  your  propoaad 
■irlinition  of  procaada  wharain  you  hava  said  that  "&rtar  audi 
■•  aa  tha  Target  Anount  baa  baan  fully  paid,  HR  will  bava  no 
rtbar  losa  liability  and  will  tharaaftar  ba  antitlad  to 
cwlva  all  nat  procaada  in  nxcmmm  of  tba  ana  of  tba  proratad 
Itial  IMftt  Basis  and  accruad   intaraat." 

9.  Davalopaant rundina.  As     a     ganarvl      rula     wa  do  not 

liava     tba     Racaivsr     would  ba  wall   advlsad  to  agraa  in  ■  ~ 
I     davalopaant  funding  and/or  sobordinatioa  to  othar  dam  ~ 
inding      in     conitactlon     with     tba     projacta.      Ma  would,   I 
CO— nd        that       tba     Racalvar     look     at     aacb     pcojaet     on 

dividual     basis     to  datarwina  tba  viability  of  fnrtbar  ■  

ir  davalopaant  purpoaas. 

10.  Buslnaaa      Plan.  Appandlx      I      to      your   lattWT  i 

ovlda     satisfactory     bualnasa  plana  bacauaa  I'    — 

•acitlc  aanagsaant  and  diapositlon  proposals. 
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AUXRHATIVE  KOIIXOOT  PROPOSAL 


A«  dlBCiMsad  abova,  tha  FADA  would  ba  willing  to  work  with  you 
to  conauvmata  a  workout  of  the  loana  on  a  raasonabla  and  prudant 
basis  Ha  feal  that  tha  fallowing  foroa  a  basis  for  furtbar 
negotiations  to  achieve  a  aatlsCactory  overall  workout.  Again, 
wa  auat  aay  that  any  such  proposal  would  need  to  ba  ultiaataly 
approved  by  tha  Bacelvar  in  this  regard,  we  would  b«  willing 
to  aaak  tentatlva  approval  from  the  Receiver  early  in  tha 
negotiations  to  assura  you  that  such  negotiations  war*  woAing 
toward  an  ultimately  accaptabla  resolution. 

deal  wltb  tha  various  WiT  loans  on  an 

It   appaars   as  though  tha 

properties  securing  thasa  loans  will  be  foreclosed  upon  by  tha 
underlying  llenholders  and,  therefore,  will  not  be  a  part  of  an. 
overall  workout  proposal.  Fleasa  let  us  know  If  you  feal  it. 
would  be  appropriate  to  considar  an  altamativa  approach. 

2.  rrj.^co  Land.  He  would  ba  willing  to  take  this  property 
back  by  a  deed  in  liau  of  foracloaure  as  you  suggested. 
However,  wa  would  not  be  willing  to  do  so  without  first  agreeing 
upon  tha  liability  of  MtT  for  a  deficiency. 

3.  Piano  Center.  As  discussed  above,  wa  would  continue 
this  loan  as  it  currently  exists  but  would  request  that  Wt 
pladga  its  interest  in  the  property  as  additional  collateral  for 
the  other  7lrstSouth  loans. 

4.  Bent  Tree .  Ha  would  propose  two  options  for  this 
loan.  The  first  Is  that  HiT  pay  cne-balf  of  the  past  due 
Interest  on  the  loan  with  the  remainder  to  l»e  added  to  tha 
principal  balance.  Thereafter  the  loan  would  be  modified  to 
provide  for  a  three  year  term  with  Interest  accruing  at  a  rata 
of  9|  par  annua  and  payable  monthly  at  a  rate  of  5t  per  annua 
with  unpaid  intarast  added  to  the  principal  balance  of  the 
loan.  Under  thia  altamative  we  would  also  request  additional 
collateral  In  an  amount  and  type  reasonably  satiatsctory  to  us. 
The  second  alternative  would  be  for  you  to  give  us  a  daad  In 
lieu  of  foreclosure  with  respect  to  this  property  and  agree  upon 
a  deficiency  amount. 

5.  pecan  Square.  HST  Would  pay  all  past  due  intarast  on 
this  loan  and  thereafter  the  loan  would  be  aodlfiad  to  provida 
for  a  two  year  term  with  Interest  accruing  and  payable  nonthly 
at  the  prl»e  rate  of  Republic  Bank  Dallas,   N.A.    Partial 
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!■■■■■  vould  ba  p«raitt«d  as  condovlnlua  units  ara  sold,  so 

ng  as  tha  Raealvar  is  paid  tba  graatar  of  nat  aalaa  procaada 

110%  of  tba  proratad  loan  balanca  with  raspact  to  tba  unit 

6.  ITlllHIlin  P*mf BOMA'        Again,  tha  FADA  would  proposa  two 

<tlons.  nis  first  would  ba  for  H&T  to  pay  all  past  dua 
itaraat  on  this  loan  and  raatructura  it  tor  an  18  month  tarn 
.th  intarast  aecEulng  at  a  rata  of  9\  par  annun,  but  payabia 
•nthly  at  a  rata  of  5%  par  annua  with  unpaid  Intaraat  added  to 
M  principal  balanca  of  tha  loan,  nia  aacond  altemativa  would 
1   for  HtT  to  'giva  tha  Raoaivar  a  deed  in  lieu  of  forecloaurs 

th  no  deficiency  jud^ant   (subjaot  to  Sacalvar's  raceipt  of 

tlsfactory  appraisals). 

7.  PmiH  YftUay-  ^*  would  ask  that  wit  pay  all  past  dua 
itarest,  continue  aaklng  Bontbly  payaanta  of  intareat,  and  pay 
la  loan  off  within  120  days. 

s.  Kelly  Boulevard.  Wa  would  proposa  a  daad  In  llau  of 
reclosuro  with  an  agreed  upon  daficiancy  aaount.   With  raspact 

th«  salas  proposal  you  have  praaantad  us,  wa  would  proposa 
at  it  ba  approved  so  long  as  tha  Racaivar  is  paid  a 
tisfactocy  ralaasa  price  with  respact  thereto. 

Xbfi E-Svateaa  Property. 


addition  to  tha  spaclClc  proposals  set  forth  above,  thera  ara 
mm  ^anaral  Issues  which  naad  to  be  resolved  and  which  affect 
varal  of  tha  loans  As  you  )cnow,  taxes  raaaln  unpaid  on 
varal  at     the  properties.   In  this  regard  wa  would  svpact  H&T 

reimburse  Che  FADA  for  any  taxes  it  has  paid  and  to  pay  all 
.ture  tax  and  insurance  amounts  with  respect  to  tha  properties 
«urlng  the  loans  With  respect  to  the  agreed  upon  deficiency 
lounts  Bantlonad  abova,  we  would  expect  not  only  that  these  be 
ill  raooursa  to  HtT,  Baut  also  that  A.  Starke  Taylor,  III  and 
«rga  5.  Hatson  personally  guarantee  thaae  daficiancy  aaounts. 
nally,  tha  FADA  will  not  ba  prepared  to  prooaad  with  any 
>rkout  proposal  or  make  any  recomaendatlons  to  the  Receiver 
itll  such  tine  as  wa  have  received  full  financial  disclosure 
-oa  WtT  and  Messrs.  Hatson  t  Taylor  As  you  know  we  bava 
.ked  for  currant  eicfned  financial  statanants  on  several 
^caslons,  but  as  or  yet  have  not  racsivad  any  such 
ifonMtlon.  All  of  the  above  proposala  would,  of  course,  also 
subject  to  our  review  of  such  updated  financial  inforaatlon. 
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Mr.  Llonttl  J.  HoNotny 
Pabruary  27,  19S7 
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Att«r  you  bav*  had  an  opportunity  to  ravlair  tbm  Battora  sat 
forth  In  this  l«tt«r  plaaso  call  ■•  and  v*  can  discus*  bow  te 
procosd  turttwr  witb  vorlEout  n*goti«tlons. 

v«ry  truly  yours, 

FEDBRAL  ASSET  DI8P0SITX<» 

ASSOCIATIOR,  as  Agant  and 
Attomay-ln-raet  tor  tb* 
Fadaral  Savings  and  Loan 
Insuranca  Corporation  Solaly 
In  Its  Capacity  as  Itac«lv«r 
at   Pirstsouth,  P. A. 


:  Donna  Harrigan 
David  Williams 
Jia  Pandlay 
Lorna  O.  Llechty,  Esq. 
Jaaas  P.  Cooka,  Esq. 
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Mdard  AsMt  Ditpotllfon  AMOcloHon 
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Kr.  Lloiwl  NoHotny 
Tlw  H«tBon  k   Taylor  C<npani«« 
4015  Bait  Llna  Road 
Dallas,  Taxaa  75244-1398 


to  Mr.  Nowotny'*  Lattar  o£  Fabruary  2*,   1987 


Opon  tha  cloBura  of  FlretSouth,  F.A.,  of  Fina  Bluff,  ArXanaaa  on 
DacaMbar  4,  1986,  >aabars  of  tha  Faderal  UoMa  Loan  Bank  (FHLB), 
tha  Fadaral  Savings  and  Loan  Inauranca  Corporation  (FSLIC) ,  nia 
Fadaral  Assat  Dlapoaltion  Aasociation  (FADA) ,  counsel  for  all 
parttaa,  and  tha  accounting  firs  of  Laventhol  and  Horwath  bagan 
tha  task  of  aortlng  through  tha  trssandous  nuabar  ot  docuaanta 
that  axlstad  at  FlratSouth  and  ita  branch  locatlona.  This  waa 
an  axtraaaly  laborious  and  tljia  consuving  aftort. 

Dpon  our  return  to  Dallas  on  Dacwabar  14,  1986,  a  aaatlng  was 
arranged  batvean  representatives  of  Natson  t  Taylor  and  the  FADh 
tor  Dacaabar  Ifi,  19Bfi.  Tha  purpose  of  this  saeting  was  to 
raviaw  your  portfolio  and  discuss  possible  alternative  aathoda 
of  handling  th*  Natson  i  Taylor  Realty  Coapany  [WTR]  loans.  I 
atpeff  the  fact  that  Dacasbar  16,  1986  was  tha  first  day  of  any 
■eetinga  between  FADA  staff  and  any  of  tha  FirstSouth  borrowers. 
Indicating  tha  high  priority  va  have  placed  upon  resolving  tha 
problsM  with  HTR. . 

At  that  first  aaetlng,  WTR  was  told  that  tha  tentative  proposal 
as  negotiated  between  WTR  and  a  rapraaantativa  of  tha  J.B. 
Robert  Cospany  was  not  acceptable  as  a  basis  that  would  be 
recDMsended  by  FADA  and  to  FSLIC  as  Receiver.  Further,  tha  FHLB 
did  not  epprove  the  proposel  as  subsittad. 

We  do  acknowledge  your  cooperation  in  the  supplying  of  loan  and 
property  infor>ation.  We  proaptly  reviewed  all  inforaation 
wblch  you  provided  us  and  luide  personsl  site  inspections  on  each 
property  during  the  «enth  of  Dacexber. 
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Mr.  Lionel  NoNotny 
February  37,  19B7 
Fag*  Two 


It  should  also  btt  not*d  that  at  our  D«c«ab«r  16,  1986  Baating, 
Mr.  Bob  Pattaraon  of  Hopkins  k  Suttar  spacitlcally  raquastad 
infomation  froa  Kaaara.  Natson  and  Taylor  concamlng  tha 
borrowar'B  financial  condition  and  loan  eicposura  with  othar 
Bavinga  and  loan  institutions.  On  Dacaabar  30,  19B6,  David 
Milllavs  Corvsrded  a  latter  again  raquesting  this  infonutlon 
(copy  anclosad] .  I,  on  ttra  separate  occasions,  reiterated  the 
necBBsity  for  this  InforMition.  To  data,  mR  has  chosen  not  to 
reBpond  to  thasa  raquasta. 

During  the  aonth  of  January,  wa  diligently  raaearcbad  and 
responded  to  probleas  within  the  loans  as  they  relate  to 
underlying  lien  holders  and  value  analysis.  Aa  you  may  recall, 
I  requestsd  a  meeting  with  Kike  Berry  and  you  to  discuss  any  and 
all  problaiia  of  this  nature  as  they  relate  to  all  tha  assets  In 
the  WTIl  portfolio.  This  meeting  was  held  at  PADA'a  officea  ui 
February  4,  1987, 

Also,  during  the  month  of  January  numerous  phone  conversations 
took  place  for  purposes  of  fact  finding.  These  dlscUBBlana  wer* 
principally  with  devalopaant  partners  of  HTS.  At  our  February 
6,  1987  meeting,  it  was  once  again  reiterated  that  tha  propoaal 
set  forth  In  December  was  not  satisfactory,  and  we  went  to  great 
length  to  provide  information  that  we  felt  would  be  substantive 
and  crucial  to  any  proposed  workout.  He  also  stated  that  tha 
Baceiver's  decision  not  to  fund  the  payments  due  on  tha 
Wlndscape/Hindrldge  underlying  loans  was  likely  irrevocable.  At 
that  February  6  meeting  you  stated  that  neither  Heesrs,  Hatson 
and  Taylor  nor  HTS  Intended  to  sake  any  financial  cammitmants  to 
%rark  out  these  loan  problema.  This  Is  an  extremely  unusual  and 
uncooperative  position  for  a  borrower  to  assume. 

During  the  entire  period  since  the  first  Nesting  of  FADA  staff 
and  HTR,  we  have  been  open  to  input  on  projects  under  your 
control.  Further,  we  have,  in  fact  recommended  payments  be  made 
on  behalf  of  HTR.  Specifically,  payments  are  to  be  made  by  tha 
Receiver  to  the  underlying  llan  holders  on  Duncan  Perry  and 
payment  for  taxes  and  assesBBents  on  numerous  properties  have 
been  made  as  requested. 
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.  LloiMl  Nowotny 
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It's  input  ■«  t«  tiM  Nind«c«p«/WindTld9«  appraiaal  waa  not 
iniad.  During  th«  Bonth  ot  January  with  tha  appraiaal  afforta 
;  Cualaan  k  Naketiald  (CM) ,  no  laaa  than  thra*  phona  calla  took 
.oca  Isatwaan  CW  and  HiXa  Barry  of  OTR  for  purpoaea  of 
iformatlon  gatharlng.  A  aaatlng  waa  hald  Pabruary  ii,  1987  at 
M  oftlcaa  of  WTR  to  discuaa  tha  appraisal  prooaaa  aa  conductad 
r  CH.  Diana  B<>waan  ot  CH  and  Britt  LaMBona  of  FAD&  vara 
waant  at  that  aaating.   A>  b  result  of  that  aaatlng,  CH  agraad 

>  incraaaa  ita  appraisad  valua  basad  upon  inforaation  you 
wvidad. 

ta  thing  naads  to  ba  raclarifiad  at  this  tiaa.   Tha  PAM  Mkas 

>  ultiBBte  daciaiona  aa  to  payaanta  ot  funda.  Ha  do,  howaver, 
ifca  racoaaandationa  to  the  Receiver  who.  In  tact,  wUcea  tha 
LCisata  daciaiona  tor  payaanta. 

1  conclualon,  we  find  great  ditticnlty  In  accapting  tha  broad 
inga  of  accuaationa  and  Inainuationa  aada  in  your  letter.  Ha 
laation  your  poaitlon  due  to  the  fact  your  arguaants  which  are 
I  large  order  directed  to  loans  that  are  either  In  default  or 
iva  aatured.  He  are  surprised  that  HTK  and  Kaaars  Hataon  and 
lylor  have  ra  fused  any  requests  to  aaks  any  financial 
naaitaanta  to  the  projects  securing  these  loans,  but  rather 
iva  chosen  to  blsae  sll  their  probleas  on  tha  alow  aconoay  and 
trerae  lander  relations. 


.aaaa  teal  free  to  coaaent  as  you  sea  tit. 


I  David  Hilllaaa 
Bill  Svitt 
Jia  Pendley 
Donna  Harrlgan 
Robert  Patterson 
Lome  Llechty 
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MCMibcr  30,    1986 


Mr.   Starka  Taylor,   III 

Mr.   G«org«  Watsan 

Tha  Watson  S  Taylor  Companlaa 

40 IS  Baltllna  Road 

Dallas,  Taxaa  75244 

Daar  Tracy  (  Gaorgai 

As  a  follow  up  to  our  December  16th  meeting,  where  you  and  your 
counsel  were  advlsad  of  FADA's  management  rasponslblllties  to 
tha  FSLIC  Receivership  of  First  South  Savings  and  Loan 
respective  to  your  company's  loan  portfolio,  I  herein  reiterate 
our  verbal  request  for  loan  information  on  all  properties  owned 
and/or  controlled  by  you  individually,  by  Hatson  t  Taylor  Realty 
and  all  affiliated  entitles.  We  specifically  need  a  schedule 
which  delineates  for  each  individual  asset  the  followlngi 

1.  A  brief  property  description,  aseet  name  and  location. 

2.  Any  and  all  lien  holders,  their  respective  lien 
position  showing  total  loan  connltnent  and  current 
outstanding  balance  and  final  maturity  date. 

3.  Additional  pledged  collateral. 


5.    Borrowing  company  name  along  with  percentage  owned 
and/or   controlled  by  you  or  the  Hatson  S   Taylor 

entities. 

The  schedule  must  reflect  every  loan  of  Watson  t  Taylor  Realty 
and  all  affiliated  entities,  not  just  those  loans  to  First  South 
Savings  of  Arkansas. 

He  also  respectfully  request  that  you  provide  us  with  current 
certified  operating  statenente  for  the  past  twelve  Months  on 
each  individual  property. 
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Th«  Hatson  t   T«yloc  Coapanl** 
DacMbWT  30,  1M6 
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Zn  addition  to  tha  aforcBantleiMd  seh*dul«  and  atatewanta,  w« 
Mist  b«  provided  currant  financial  atataaanta  on  yoursalvas 
individually,  aa  wall  aa  Itataon  t  Taylor  It*Blty,  and  all 
affiliated  coHpanlaa.  Th«  financial  statanants  should  ba  fully 
docuMantcd,  datad  and  aignad  and  *ust  b«  currant  within  aixty 
(60)  daya. 

FADA  la  prasantly  analysing  tha  infocaation  provided  by  your 
staff;  howavar,  wa  ara  not  praparad  to  aaka  any  buaineaa 
daclsion  raai^activ*  to  your  loan  portfolio  until  all  docuaanta 
hav*  baan  ravlawad  and  tha  abova  raquaatad  Intoraation  has  baan 
provldsd  to  ua. 
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Kr.  Dnld  Hllllu* 

radaitl  Aaaat  Dltpoaltlen  Asaoclatlon  (rASA) 

S080  Jp*ctTUB  Dt1<*,  Suit*  llOOE 


Ml     Hatacin4TaylDc/Flrac South  Loan  For 


i  FlMtSoutb  Savlnga  of  Liltla  Roek.  Ar 

ship   by    Che   Federal  Hone   Loan   Sank   Board    (FHLB: 

Bonilaylor   Realty  Company    (WTH)    had  been  nego- 


lasulccd   In   t  letter   agreeiant    on   disposition  of    the   VTK/Plra 

Sooth 

portfolio  vhlch  vaa  to  be  signed  ducliig  th.  aan*  Haek  In  iihlc 

FlratSouth  was  placed  Ulo  racelvarahlp. 

On  Daceabal  13,   1986.  aleven  daya  (olloxlag  FliatSouth' 

lakaovar 

by  the  FHLBB     WatBoniTaylor  Realty  Co, ,  ulth  aaalatanc*  fio« 

ederal 

Aaaa     Dlapoaltloa  Aiiocfa^lnn   (FADA).     During  lh»t  •aatlng  Me 

with    FHLBB  knowledge.      Thla  agiien.nt    could  hi^t  baen   liaedla 

ely 

iiiple»nCed.     We  al.o  enpb.alied  th.  iubatanrlal  n.gatlva  lapact  of 

delay  on  WIR'a  ability   to   conduct      ta    bualneae.      The   Blgnlflc 

of   the   total  WTR  land  pott/olio  and   the  TJOtenllal   for   aerloua 

financial 

repurcuaalona  throughout   the   financial   cnimunlty  vat      tteased 

conpelllng  aollvatlon   for   tlnaly   action        As   yOU    Indicated  th 

t  you  did 

not   have   recorda      WIS  wolunteeced   to   aupply   FADA  ultb   coplea 

laflng. 

tor  youc  staff  on  each  Individual  project  to  expedite  the  neg 

CoBplate    files  oefe  delivered    to   you  on  December    IH.    1SH6.    th 

ee   d.ya    '■""* 

following  our   Initial   Meting.      In   a    letter   dated  fleceaber    1!>, 

OiBfi 

» .„„... » «,,.. ...  b...  .„...  .„. ..  »„„.„..^. 

,,,  .^  >.- 

FADA 

FEB  25  ]m 

DALLAS 

D,j,i,i.aL,  Google 


\vmiac<Sf\AYi')R 


FabTuuy  24»   19S7 


OCT.  Tou  tuiva  ceoicloualT  liqiaetad  tht  iblllt^  et  VTt  t 
cHi(oIn|  liudiUMi  tturibj  d*M|la|  It*  ri^tatlan  aod  It 
ii  vlth  othir  cradlcoTi.  PAHA'*  Ktleni  and  lack  o(  rasp 
I  to  Indleita  ■  luk  of  lood  r*lth)  althauth.  It  I*  atnca 


WataontTiTlor  Rialtr  Co.  h*a  contlnuail  to  applr  aubataiitlal 
■ouicaa  to  Eha  etinlj  dlapoaltlon  of  tbaaa  piopaitlaat  howavar 
ui  coopiTatliiD  la  raqulrad  to  coocliula  a  dlapoaltlen  atraamant  i 


WATSOHtTATLOR  lEALTT  COHPAn 


Llooal  J.  nannr  <y 
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FAOA 

FEB  2  01917 
OAUAS 


Ttc.   Dnld  VlUlM* 

P«d«ral  Asaat  Dlapoaltlon  Aaaoclatlon  (FADA) 
5080  Spactnn  Drtva.  Suit*  llOOB 
IialUa.  TX  7S2M 


Daar  Hr.  Hllllaul 

During  our  >aatlns  of  Fabruary  6>  1987  va  dlaeoaaad  tha  HacaonkTaylor 
laalty  Coapany  <WTR]  Teal  estate   loan  portfolio  originally  hald  by 
niSTSOQTB  tbat  la  nou  being  adnloistarad  by  PADA.  Th«  (ollowlDg 
propoaad  aat  of  acciona  la  offered  aa  tha  baaia  for  an  Agraaaant 
on  tbla  MCtar.  Tba  alaBanta  arai 

1.  VIK  will  aall  all  aaaaCa  llatad  on  Sxhlbic  "A" 

on  Kfclch  FIRSTSOUTB  has  outHtandlng  loana  to  FAOA. 
Tba  aalllng  prica  vllt  be  aqual  CO:  tba  outatandlng 
loan  awunt  (Individually  '^abt  Baaia,"  collactlvaly 
"Total  Dabt  Bseia"  defined  aa  tha  eaah  actually 
advanced  by  FIRSTSODTB  plua  tha  aaount  of  auparlor 
11*0  debt. 

2.  Other  aaaata,  not  liated  In  Exhibit  "A",  will  be  dealt  with 


nilng  loan  on  an  1 


no  further  obligation  and  no  potential  deficiency  to  WTR. 

■  Wlndacape/Wlndfidge   -   Deed  to  FADA  in  lieu  of  fore- 
closure uith  no  furthcT  obligation  and  no  daficieney 
clalB  against  UTR   This  action  Is  baaed  upon  th« 
aaamption  that  FADA  upholds  Its  declalon  to  not  honor 
ita  obligation  to  make  the  required  payments  to  auperior 
Itenholdera.  If  such  paysenta  itc  made  then  thia 
property  vill  be  treated  in  tha  aaNa  aaonae  aa  all  other 
aaaata  llatad  in  Exhibit  "A". 


O.  >»  aiwni  O  DiSiLTna  7>Mi-«on 
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Ht.  David  Wllllaw 
Fcbruaty  18,  1987 


*  FrlBco  -  San*  aa  abov*  for  Hlndacapa/Hlndrldg*.  axcapt 
that  It  ralataa  to  FADA  dacialona  ragardlng  obll(atloiia 
to  tha  aanloT  pattlclpant*  In  th*  Frlaco  loan  lathar  than 
to  auparlot  llanboldara. 

Current  appralaala  will  ba  obtalnad  on  each  praparty  to 
establish  an  Initial  valu*  for  tha  aaaata  (Individually 
"initial  Appraisal  Baala,"  collactlvaly  '"Total  Initial 
Appraisal  Basis")  Applalaal  coat  vlll  be  shared  on  a 
SO/SO  basts  betveen  WTS  and  FADA.  Tha  Appraisal  flnw 
selected  will  b*  nutually  sgreed  to  by  VFR  and  FADA. 

An  exclusive  "Asenc^/HanagaBant  Agrecmant"  will  ba  entered 
Into  batwaen  HTR  and  FADA.  The  principal  alancnta  of  this 
AgreeBCDt  ara  aa  followa: 

a.  UTR  will  Banage.  develop  and  aell  the  aubject  aaaata 
on  behalf  of  FADA  for  a  period  of  a even  year a  fro* 
tha  date  of  title  tcanafer. 


(2)  To  Che  prorated  baala  on  any  developaant  funding 
provided  by  FADA  in  accordance  with  aubparagraph 
4.h.  belov. 

(3)  To  prorated  accrued  Interest  et  a  rate  equal  to  tha 
"Published  Co St -of -Fund*"  on  tha  currant  balance  of 
the  Target  Aaount.  Tha  "Target  Akount"  ta  defined 
as  tha  Total  Initial  Debt  Baal*  mlnua  tha  Total 
Initial  Appraisal  Baal*.  (The  Target  Amount  repre- 
sents the  basis  for  deter>lnlng  a  cap  (aaxlBua)  on 
tha  liability  of  WTB  for  potential  future  loasea.} 

<4)  To  the  Target  Amount. 

(5)  Prior  to  th«  time  that  the  "Target  Amount"  la  fully 
paid,  WIR  will  receive  Bonthly  credit  for  pre- 
approved  overhead  aaaoclated  with  It*  coaaltted 
■anagasant  sarvicea  and  accumulated  account a 
receivable. 
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He.  David  (UlllaM 
FabTuai7  18,  198T 
Paga  Thraa 


Ut«E  anch  Ela*  m  tb«  Tarsat  imoaat   baa  baan  tvlly 
paid,  HTR  will  bava  do  furlhtr  1d«*  llablllcr  and  vtll 
thareaftir  ba  aBCltltd  to  Ecolva  all  oat  piocaada  U 
(Kcaaa  of  cha  a«M  of  proratad  loltUI  Oabt  Baala  aad 
accrued  Intertit.   Such  cool Idcrac Ion  «111  ba  ■<•<><•' 
for  appllcabla  aalaa  aadc  duriog  cha  taia  of  tha 
HanagaMiit  AtraamanC  and  any  autually  agraad  axtanatona 
thaiaco. 

A  tlaa  parlod  of  aavan  jraara  vtll  ba  aatafallahad  fot  aacb 
aaaat  dgring  ufalcb  CtM  tba  Hanas«Mnt  Agraaaanc  will  ba 
In  affacc. 

Ihidae  tba  Kanagaaant  AgraaMnt.  HTl  will  hava  tha  right 
to  racomcnd  salai  pTlcaa  ("ftccomicndad  Salaa  Frlca'). 
Should  PACA  ddlra  to  Ball  any  patcal  for  a  prlca  leaa 
than  cha  Initial  Appraisal  Basis  on  that  parol  ("PADA 
Sisiced  Sales  Prlct"),  Chen  .tba  Target  Aaount  will  be 
decreased  by   an  amount  aqual  to  th*  prorated  portion 
of  the  "Target  Aaount"  attributable  to  tha  subject  paicsl. 
This  la  Id  recognition  of  the  fact  that  aucb  a  sal«> 
dictatad  by  PADA,  denies  WTK  the  opportunity  to  radnca 
tba  '^argat  Aaount"  during  tha  parlod  of  tha  Kanagaaant 

Ihidae  Cbe  tUnagaaant  Agraaaant.  PADA  will  ageaa  to  aaka 
purchase  aonay  loana  to  buyata  at  pravalllng  aarkat  rates 

HIR  will  quantify  tha  aanagaaent  servlcas  to  ba  provided 
00  tha  subjaet  asaats  aa  a  part  of  tha  Hanagaaent  Agraaaant. 

UTR  will  subalt  quarterly  wrlttan  reports  to  PADA  docnaanclng 
It*  efforta  In  aanaglng  and  selling  asaota. 

PADA  will  fund  necessary  davalopaant  to  anhanca  salaablllty 
whan  raco^ndad  by  WTH.  Should  FADA  approve  the  recoiwiended 
developaant,  but  elect  not  to  fund  the  cost  of  developoent 
and  WTR  IB  successful  la  securing  the  financing  fron  third 
party  sources,  then  PADA  will  grant  a  priority  llan-  to  tha 
conatructlon  lender  an  the  affsctsd  tract. 

PADA  will  rslabutae  WIS  for  preapprovad  third  p*rty 
out-of-pockat  costs  Incurrsd  by  VTH   In  carrying  out  tta 
•anageaent  raapcmalblllttaa. 
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Hr.  David  Wllllua 
Tabruary  18,  19B7 
Fag*  Four 


<.  At  th«  and  of  tha  ascabllahad  Ifuia|«Mnt  Acraaaant  parlod. 
II  aaaata  atlll  raa«ln  and  the  Tar(*t  Aaount  baa  not  baan 
fully  accunilatad,  then  tb«  fallowing  proccduta  will  b« 
follovad  UDlaaa  tha  Kanagaaant  Agcaaaant  la  axtandad  by 
mutual  conaanti 

a.  A  final  set  of  appralaala  will  ba  obEainad  on  remaining 
aascta  ("Final  Apptalaala") .  Tha  coat  of  thaae  appraisal* 
will  b«  ihared  SO/SO  by  VTR  and  FADA.  Tha  Appraisal  fin 
•elected  will  be  ona  mutually  agreed  to  by  UTR  and  FADA. 

b.  If  the  Total  Final  AppialaalSi  In  tha  aggrcgatai  exoaad 
the  Final  Outstanding  Total  Debt  Baals,  defined  as  the 
Initial  Total  Debt  Basla  lass  paydoma  plus  any  unpaid 
accrued  Intcieat  on  the  Target  Aaount,  then  VIK  haa  no 
furthet  Bonatary  obligation  for  potential  future  loaaaa 

c.  If  tha  Total  Final  J^pralaals,  In  the  aggregate,  are  less 
than  tha  Final  Outstanding  Total  Debt  Basis   then  VTR  wtll 
agree  to  laaua  «  "cash  flow"  type  note  for  -in  amount  not 
to  exceed  ona-taalf  of  the  laaaar  of  the  unaccumulated 
portion  of  the  Target  Amount  or  the  Final  Outstanding 
Total  Debt  Baals  minus  the  Total  Final  Appralaala. 

d.  In  the  event  that  a  "cash  flov"  note  la  required  under 
the  provlilon  of  paragraph  6.c.  above,  then  HTR  will  apply 
one  fourth  of  Its  net  after  tax  cash  eaminga  to  tha 
reduction  of  this  note  until  It  la  fully  retired. 

7.  Appendix  I  contains  buaineaa  plena  for  each  property  affected  by 
this  Agreenent.  It  should  he  noted  that  each  of  theae  plana 
aasuM*  an  accrued  Intereat  rata  applied  to  the  entire  debt  aa 
there  la  no  current  rationale  for  asaunlng  a  specific  "Target 
Amount"  at  thia  time.  Thua,  tha  aasumptlon  used  la  conservative 
relative  to  the  ability  to  repay  the  total  aggregate  debt. 

If  you  agree  that  tha  above  discussloi)  repreaanta  tb*  teraa  upon  which 
formal  legal  docuaentatlon  may  b*  prepared,  please  indicate  your  con- 
currence as  provided  for  below.  WataontTaylor  Kaalty  CoMpany  considers 
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wrsoN^gfAVi.OR 


lE.  David  Vlllln* 
rabnuiT  IS.   1987 


tlnearaljF  joursi 
UTSORtTATLOK  UALIT  CtMPAITt 


kgread  to  and  accepcad  thla  day  of  FabruaTy  1987. 


FEDERAL  ASSET  DISFOSITIOH  ASSOCIATIOK 
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EXHIBIT  "A" 

Asaets  to  be  Sold  to  FADA 

-  Pecan  Square 

-  Duncan  Perry 

-  Bent  Tree  Center 

-  Quail  Valley 

BELTWAY  BOULEVARD/PECAN  SQDARE 
Beltway  Boulevard/Pecan  Square     -     Buslncaa  Plaa 


Attached  you  will  find  the  budgets  end  rent  rolls  for  these  i 
Income  producing  properties. 
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TEAK  TO  DATI 


PoitB9a 

Printing 

tapaita 

Salarlaa 

SacuJ  i  ty-SyEtam^  tn  , . 

TelephonH 

Utility  -  Electric 
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TOTAL  EXPENSES 

NET  INCOSE  (LOSS) 
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Credit  F«ti  Piyab1( 
Pec  OiMiUt  Cuibli 
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Cost  of  Sales 

TOTM.  INCOME 

EXPENSES 

Accounting 
Advertising 
AppciasBl  fees 
faiisrtlzation 

Commissi on  Pees 


Crec 


ritica 
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Legai/ProCessional 

Office  Supplies 

poatage 

Printing 

Selarias 

Texas  -  Payroll 

Telephone 

Travel  »  Entettalnment 

Utilit/  -  Electric 

Utility  -  Gas 

Utility  -  Water 

TOTAL  EXPENSES 

NET  INCOME    (LOSS) 
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STATEHEHT  OF  CHA^tGCS  IH  FIHMKIAL  POSIIIOH  -  CASH  BASIS 


aoURCES  OF  CASH 
Nat   InCMM 


Capital  Contrlbutlona 
IncraaMa  in  Liabilltlai 

ii.p^-  i^r^ 


TOTAL  SOURCES  OF  CASK 

osta  OF  CASH 


flip-i.y7? 


TOTAL  USES  OF  CASH 

MET  IHCREASE    (OECBEASEI    IN  CASH 


TOTAL  CASH 


-£aarf.gi' 
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Capital   ConEribuEions 
Incraaiai  In  Liabilitiva 


e 


Deer •« tea  in  A**aC* 


TOTAL    SOURCES    07    C 


Inereai**  In  Asset* 


TOTAL   USES   OF   CASH 
RET  INCREASE    (DECREASE)    IN  C 
Pcioc  Month  Cash  Balance 
TOTAL  CASH 
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5,i2S 

449 

225      (SSSX]lt(i25X9l 

7,380 

415 

237     575X11 

i,!2S 

527 

21,050 

2,171 

EXFBEES 

HO»E  OBNERS  DUES 

3,500 

292 

INSUSAKCE 

2,<00 

200 

OFFICE  mmswi™ 

120 

10 

SEPAIRS  1  .UIKTEHANCE 

4,200 

350 

aidRIES 

3,(55 

288 

nxES  -  F«RCLL 

422 

52 

TAXES  -  fiH  EilAIE 

4,420 

385 

TEIEFBOIIE 

120 

10 

UTILITIES  -  ELECTRIC 

120 

10 

H,1S7 

1,596 

»ET  OFERATIKG  lUIE 

4,893 

S74 

EXTRMRJIIIWr  IIEKi    CASK  REt'D  FOR  WMC'S 

9,275 

773 

IIIEREST  EXfESSi!  (11,340  OTBLY  10  FIRST  SOimi    45,340     3,780 
m  CASR  FUM  -47,742    -!,!79 
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DUNCAM  PERRY 


HBtORANDUK 

Data:  Ftbruary  20,  19S7 

To:  Hr.  John  Scott   (FADA) 

FroBi  R.  Michael  Barry 

1£:  Dud can  Parry 


yuur  rivLiH  li  a  bualnaai  plan  for  i 
.Irla,  Taiii.   Thla  plan,  which  wai  tt 
986  and  Co  you  In  DecenlieE  1986.  atlll  r< 
Making  oe   tha  ptojact.   Th*  pro-fona  raflecti 
'IRSTSOUTK  Indtbtednaaa  al  coiC  of  fund*  and  Ind 

tha  current  InveatHnc  la  recovarabla  through  a  pi 
ir  ordarly  dlapoaltlon. 

hava  alao  Includad  two  pro-forsaa  lAlch  taflact   looadlata  llquldatlooa 
..*■  —  bulk  and  a  uaar  parcal) .  I  ballava  Ibaaa  pro-foraaa  adaquaiely 
•  anhancad  by  disposing  of  tha 
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October  U,   19B6 


Kr.  Haair  F.  Loibar 


100  Colony  SquBH 

Sulca  200 

11 75  PuchtHI  Str»c 

Mluta,  Ceargts  30161 


TK.  Wanni&TiilaiCan 


T)?-n2 
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WIMP  SCAPE/ WIHDRIDGE 


HEHOBANDUH 

Data:  Fibruary  20,    1987 

To:  Hr.   John  ScotI      (FUUL) 

Tumi  R.   Mlchial  Btrcy 

RE:  Ulndacapt/Hliidildgi 


■  pro-fofna«  for  th«  abova-capt 


1  pcoparty.     Thaaa 


Accrual  of  FIHSTSOUTH  Intereac  at  prev 

lllng  coat  of  fundsi 

The  folloulng  chraa  approachci  Co  the 

roject  have  been  analyzed: 

(1)  tniMdlaca  bulk  Uquldaclon; 

(11)  bulk  sala  aftar  narktt  racovtry 

and 

(111)  sala  of  developad  patccla. 

A  revlev  of  thaac  appioachcB  Indicate 

that  Che  current  FIRSTSOOTH 

Inveetnent  IB  recoverable  only  through 

a  prograa  of  Teallilo)  tha 

valu,  of  the  lonlng  by  developing  the 

roperty  for  sals  in  an  orderly 

fashion.   This  progtan  la  cooslstent  w 

th  oiir  original  Intentions  and 

agceenenta  ulth  FIRSTSOUTH. 

Finally  it  ahould  be  noted  that  thai* 

a  liquidation  value  aubatantlally 

In  exciBB  of  that  reflected  In  tha  cur 

Uakefleld  appraisal.  This  "current  va 

careful  seeming  of  current  comparable 

inforinatlon. 

D,j,i,i.aL,  Google 
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I  INTEREST  RATE  flCCRU! 
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QUAIL  VALLEY 


Th*  Quail  Vall*7  tract  la  locatad  In  Mtaaourl  CII7,  Taxaa,  naiT  Bouaton. 
It  conCalna  87,2SO  aquart  faat  aultablt  latall  or  light  Induatrlal 
davalopBant .  Th*  atcachad  proforu  antlclpataa  th*  aala  of  thla 
propartT  lo  two  Inctaaanta  wlthjn  an  alghtaan  aonth  pariod. 
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BUSINESS  PLAN 

S.W.  CORNER  LEXIHCTON/FH  1092 

MISSOURI  CITY,  TX  (QUAII.  VALLEY) 

Total:    87.250  s.f. 

Gas/CoQvsnienca:   30,000  s.f.  at  $12  "  1360. OOp  -  15  aontha 
*CuTT«ncly  counlarad  Clrcl*  K  Conttacc  at  fl2.50  p. s.f, 

57,2S0  a.f.  at  $5   -  $286,250  -  18  nonths 

$646,250 
n  .95 
$613,937.50 
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KELLY  BOULEVARD 
K«lly-Blvd.  Siu— ry 


Th*  proparEjr  conalacs  of  approxlaacaly  20.846  acrca  of  Tovnhouaa-2 
Eoncd  proparCy  which  allowa  S  dwaUlDg  unlta  par  acra.  Tha  property  la 
locatad  Id  nortb  Dallaa  at  tha  northaaat  and  aouthaaat  tntacaacEIOQa  of 
Kally-SprlnsflBld  and  Tl>barglan  Drlva.  Tha  proparty  la  locacad  Id  tha 
City  of  Dallaa,  and  cha  raaldaDta  will  attaad  th«  highly  r*coiB«Ddad 
C«Trollton  Indapandant  School  DlatrlcE. 

ttorktt  Condltlopa,  Markatlitg  AgaDda  and  Pro.Wet  Raco— aodatlon 

At  tha  praaant  tiaa,  tha  Baiket  deaaDd  for  atcachad  townhoaaa  la 
rathar  soft.  Howavsri  Eha  d*B«ad  for  low  coat  alngla  faally  dccachad 
dwalllog  uDlta  priced  below  $1ZO,000  haa  raaalDed  fairly  sErong. 
Therefore.  In  coday'a  market,  tha  prudent  devalopnaac  of  thla  property 
would  be  for  alngla  feally  detached  dwelling  unita. 

Tha  urkatiDg  agenda  for  the  property  would  constat  of  ftoal 
platting  Che  alte  In  1987  with  the  coiaenceBent  of  divelopnent  in  the 
first  half  of  1988.  The  attached  proforaa  aeauaea  that  tha  lendet  will 
fund  the  neceeiary  developnent  coSCe  and  the  alDgle  fanlly  intirla 
coDstructloD  costs.   The  profornu  also  asauaes  that  the  lander  will  p«y 
the  hoaa  builder  a  kX   fee  with  the  lender  receiving  the  reaalnlDg  home 
sale  proceeds. 

Attached  la  an  offer  of  sale  subalttad  by  the  Housing  Authority 
of  the  City  of  Dallas  for  fll&.736.  The  attached  proforsa  assuaes  Chat 
the  lender  will  consent  to  this  sale  which  should  occur  In  the  first 
half  of  19S7. 
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The  HoooTable  Famand  J.  St.  Garaain 
Raybum  Houa*  Offica  Building,  Rooa  2108 
WaahlQgtoa.  DC  20515 


Dear  Mr.  St.  Gcraaln: 

During  th«  Harch  3,  19S7  Hearings  on  B.R.  27,  Mr.  Carpar  raquascad 
that  I  aubalc  coaacnca  far  the  record  on  ehangea  1 1 1  niiii  iiili  il  by 
FADA  In  Ihls  leglalaclon.  K7  cokhdcs  are  aa  follavs: 


U)A  reco^undad  chat  language  In  the  bill  which  Bakes  FADA 
nlxcd-ownershlp  GovenMent  Corporation  be  deleted.   The 
'ADA  Is  subject  to  audit  raqulraventa  for  federal  savings  and 
Basoclatlans  and  ■  proposed  aodlflcatlon  vould  subject 
to  audit  by  Che  GAO  on  deaand. 

Coanant!  I  concur  with  the  FADA  raconnandatlon.  FADA  should 
be  afforded  mazlmn  flsxlblllt;  to  accomplish  their  stated 
mission  within  the  constraints  of  sound  business  practices. 


jMent!  I  concur  with  Che  FADA  racoBundatlon.  FADA  would 
!  rendered  Ineffecclve  If  negotiations  with  borroHets  vera 
ibject  to  public  foruB. 


L,  Google 


Hon.  Femand  St.  Germain 
March  Ik,    19S7 
Page  Tho 

FADA  R« commendation  *3 

FASA  recommended  deleclon  of  provisions  of  the  bill  requiring 
BubmiHsicin  of  detailed  quarterly  lepoics  to  the  House  and  Senate 
Banking  Committees  on  the  basis  that  such  repoTta  would  be 
duplicative  of  FSLIC  reporting  requlTenents. 

Conmenl: :   I  concur  vlth  the  deletion  of  duplicative  reporta. 
If,  hovever,  the  reports  aade  to  FSLIC  do  not  contain  the 
types  and  levels  of  data  desired  by  the  Congress,  then  such 
a  requirement  Is  not  duplicative  and  should  be  furnished  by  FADA. 

Sincerely  yours, 

WATS0N&TA7LOR  REALTY  COKFANI 


Lionel  J.  Ndwotny       ' 
President 


Congressman  Thonas  R.  Carper 
131  Cannon  House  Office  Building 
Waahington,  DC  20515 

Congressman  Steve  Bartlett 
1709  Longuorth  Building 
Hashtngton,  DC  20515 
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'*»»»^*'^«  gMJMnd  J.  St  Gcaanin 

ittaa  on  Baiddng,  Finonas 
il  Uitan  Af  fidzs 
.  BouM  of  B^naentativM 
ingtcn,  D.C.    20515 

He.  ai&baan: 

.  Ecovidliq,  at  nnjniiMiMiii  BBrtl«tt's  raquast,  a  ocfy  of  Uw 
t  Ed«pa«lfciicn  Hanrr  Intlnr'ii  niliirf  CctiAict  Bsllcy 
~    nwi>rtl(TW  miicy. 

e  KtliclcB  set  fCctb  hl^  stsnlaitb  of  integrity  and  piof esslcnttl 
uct  to  avoid  oanfliiCts-of-lnt«ra«t  and  the  iqppeaxaixx  of  audi 
licCs.     Ttie  EMM  Bc»n3  of  EdrBctacs  and  aoiiar  managment  liave 
■  Rdicdas  wdar  ccntiiual  r^dew. 


SoeCLyn  B.  Rq^ne 
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Federal  Asset  Disposition  Association 


BUSINESS  CONDUCT  t  EMPU3VEE  RESP0KSIBILITIE5  POLICY 

I.    PPRPOSE  AMD  SCOPE 

The  Association  has  adopted  the  lollowing  Buainess  Conduct 
Policy  to  ensure  that  officers  and  all  other  employess  □£ 
the  Association  maintain  the  highest  possible  standards  of 
conduct  in  their  business  and  personal  affairs.  It  is  the 
rsEponeibility  of  all  employees  of  the  Association  to  read 
and  thoroughly  familiarize  themselves  with  the  rules  and 
guidelines  «mbodied  in  this  policy.  Each  employee  will  be 
asked  to  acknowledge  that  they  have  both  read  and  understand 
the  policy  and,  will  be  required  to  complete  a  disclosure 
form  which  covers  present  and  past  dealings.  This  policy 
applies  to  all  employees  at  all  locations  of  the 
Association,  unless  otherwise  noted. 

IT.  GENERAL  POLIC« 

The  maintenance  of  extremely  high  standards  of  honesty, 
integrity,  impartiality,  and  conduct  by  officers  and 
employees  of  the  Association  ia  essential  to  assure  the 
proper  performance  of  the  Association's  business  and  the 
maintenance  of  public  confidence  in  the  Association.  The 
Association  aitpectH  all  employees  to  uphold  and  meet  these 
high  standards  and  to  use  their  best  judgement,  based  upon 
the  standards  set  forth  in  this  policy,  to  avoid  misconduct 
and  oonfllota  of  interest. 

In  general,  employees  shall  avoid  any  action,  whether  or  not 

apeclfically prohibited in this  policy,  which  »ight  result 

in  or  create  the  appearance  of  using  his  or  her  position  for 
private  gain,  giving  preferential  treatment  to  any  person, 
losing  complete  independence  or  impartiality,  or  making 
Association  decisions  outside  official  channels.  Employees 
shall  not  take  any  action  that  would  adversely  affect  the 
confidence  of  the  public  in  the  integrity  of  the  Association 
and  shall  not  engage  in  conduct  prejudicial  to  the 
Association,  including  criminal,  dishonest  or  Immoral 
conduct . 

III.  PARTICDLAR  CONFLICTS  OF  IHTBREBT 

The  Association  expects  employees  to  avoid  conflicts  of 

interest  at  all   times.  A  conflict  of  interest  occurs  when 

an  employee's  personal  or  financial  Interests  Interfere  with 

or,   to  a  disinterested,  reasonable  observer,  Bay  appear  to 

interfere  with  his  or  her  duties  and  responsibilities  to  the 
Association. 
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Tha  saM*  prohibition*  i>posed  on  aaployees  undar  thla 

Klicy  apply  to  certain  corporationB  or  other  organizations 
which  an  Mploya*  has  «n  Interest.  If  an  aBployaa  has 
ona  of  the  following  Intarests  in  an  organization,  that 
oorporation  or  organization  le  subject  to  the  sama  conflict 
of  Intarast  resCrlctlonB  applicable  to  the  aaployaa 
Individually.  Therefore,  for  ajcanple.  just  as  an  employee 
■ay  not  use  confidential  Association  infomation  for 
private  gain,  a  corporation  with  which  an  amployae  has  one 
of  the  following  relationships  also  Kay  not  use  such 
information  to  benefit  Itself.  This  sactlon  applies  to 
organizations  in  which  an  aMployea: 

1.  Is  an  Officer] 

I.  Is  a  general  partner; 

3.  Is  a  limited  partner  with  at  least  a  S\ 
Interest  or  with  other  employees  has  at 
least  lot  interest  or 

4.  Owns  at  least  5l  of  any  class  of  stock  or 
with  other  employees  owns  at  least  lOt  of 
class  of  stock. 

Rules  pertaining  to  specific  conflict  of  Interest 
situations  follow.  If  an  employee  has  any  question  or 
doubt  as  to  what  circumstances  might  constitute  a  conflict 
of  interest ,  the  employee  Is  encouraged  to  and  should 
consult  with  the  Director  of  Human  Resources  or  General 
Counsel . 

A.  Financial  Interest 

1.  cenoral  IntoreatB  and  Transaetlona.  An  employee 
shall  not  have  a  direct  or  indirect  financial 
interest  that  conflicts  with  or  appears  to  conflict 
with  his  or  her  duties  and  reBponsibilities  to  the 
ABsDciatlon  An  employee  holding  such  a  financial 
interest,  on  his  or  her  hire  date,  shall  as  soon  aS 
practicable  either:  1)  place  all  such  holdings  in  a 
"blind  trust";  or  2)  dispose  of  them  without  causing 
undue  hardship.  An  employee  also  shall  not  engage 
in,  directly  or  indirectly,  a  financial  transaction 
as  a  result  of,  or  primarily  relying  upon,  the 
employee's  position  with  the  Association  or 
information  obtained  through  his  or  her  employment. 
In  addition,  employees  shall  not  acquire  an  interest 
In  real  property  to  which  the  Association's  business 
is  in  any  way  related  and  shall  not  raceiya  a 
conmiaslcn,  fee,  or  "kickback"  for  any  transaction 
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{415)543-3232 
MX- (415)  777-0659 

conductad  Cor  th«  ABBOciation.   Employees  also  aa^ — 
not  on  behalf  ol  th«  Aaaoclation  inake  or  be  InvolvecM. 
in  any  transaction,   contract,   or  agre*>ent  witl^ 
individuals   or  organizations  with  whoin  thB  employee 
has   a   personal   or   family  financial   interest. 
Further,   default  on  a  personal  liability  obligation 
to  an  FSLIC/FDIC  insured   institution  canatltutBB 
ground*   for  the  Aesociation  to  (a)  refuse  to  hire  an 
individual   who   is  otherwise  qualified  and   (b) 
diSMlSB  an  FADA  employee   from  employment  with  ths 
Association . 

Except  as  otherwise  provided  in  this  policy  with 
respect  to  stocli  and  loans*,  employees  are  permltttd 
to  have  financial  interests  or  engage  In  financial 
transactions  to  the  same  extent  as  a  private  citizen 
not  employed  by  the  Association,  including 
investment  in  savings  accounts  with 
federally- insurod  savingB  and  loan  institutions 
("Savings  5  Loans")  on  the  same  terms  and  conditions 
available  to  the  employee  if  he  or  she  were  not  an 
employee  of  the  Association. 

.  Stoeit.  An  employee  shall  not  purchase  petaanent 
capital  stoc)c  of  a  Savings  and  Loan  or  any 
securities  of  a  holding  company  of  a  Savings  i 
Loan.  An  employee  holding  such  securities,  on  thair 
hire  date,  shall  as  soon  as  practicable  either:  1) 
place  all  such  securities  in  a  "blind  trust";  or  2) 
dispose  of  them  without  causing  undue  hardship. 

However,  the  purchase,  acquisition  or  holding  by  an 
employee  of  capital  stock  in  a  Savings  S  Loan  is  not 
prohibited  by  this  policy  after  date  of  hire  wh«n! 
1)  such  stock  was  used  or  sold  to  the  employee  in 
connection  with  the  conversion  of  a  Savings  k  Loan 
to  a  stock  institution,  provided  such  stock  was 
issued  or  sold  to  the  employee  only  because  he  or 
she  was  a  savings  account  holder  in  the  Savings  t 
Loan  prior  to  such  conversion;  or  a)  such  stock  was 
issued  to  the  eBployee  by  reason  of  the  death  of 
another  person. 

.  for  separate  discussion 
B.  Gifts.  Favors.  Entertainment,  and  Loans 
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lnflu«nc*  or  appaar  to  influcnca  th*  raciplant 
•«ploy*« ■ ■  judgaant .  EaployaaB  ahould  avoid 
accaptinq  or  aaaklng  any  of  thaaa  itana  If  tha 
Bccaptanca  aight  causa  a  raasonabl*  obaarvar  to 
quastion  whathar  tha  lta>  was  given  to  tha  sBployaa 
in  tha  ordinary  i^outs^  of  business  or  was  givan  to 
gain  an  advantaga  with  or  special  treatment  from  tha 
Association.  More  specifically,  employees  shall  not 
solicit  or  aceapt  directly  or  indirectly,  any  gift, 
gratuity,  favor,  entertainment,  loan,  or  othar  thing 
of  Bora  than  noainal  sonatary  valua  froB  a  parson  or 
antity  who: 

a)  Baa  or  is  sacking  to  obtain  contractual  or 
othar  businass  or  financial  ralations  with  tha 
Aaaociation,  tha  Fadaral  Hoaa  Loan  Bank  Board 
{"FHLBB") ,  or  tha  Fadaral  Savings  and  Loan 
Inauranca  Corporation  C"FSLIC*}t 


d)  Is  an  officer,  diractor,  or  nployaa  of  any 
institution  which  is  a  aaBbar  of  a  Fadaral  Hova 
Loan  Bank,  a  nember  of  tha  FSLIC,  a  trada 
organization  coaprised  of  Savings  (  Loans,  or  a 
Savings  (  Loan  holding  coMpany. 

Paraittad Activlttaa.    Thla  policy  doaa  QQt 

prohibit  tha  following  actlvitias  and  SMployaas 

max- 

a)  Aceapt,  fro>  Savings  L  Loans  in  thair 
ordinary  couraa  of  businass,  so  long  as  tha 
aaployae  is  grantad  taraa  no  »ora  favorabla  than 
would  ba  availabla  in  Ilka  clrcuBStanca  to 
parsons  who  ara  not  evploysas  of  tha 
Association: 

i)  A  loan  for  purchase  or  improvement  sacurad  by 
a  single-fanily  dwelling  or  a  mobile  home  owned 
and  occupied  by  tha  SMployaa  as  hia  or  her 
principal  residence,  and  on*  additional  loan 
secured  by  a  aingla-taKlly  dwelling,  or  a  ■oblle 
hoae,  which  is  or  will  ba  uaad  by  the  e*ployee 
as  a  second  or  vacation  hose; 
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li)        Loans        In       the     aggregate 
$10,000.00   for  consuner  purpoBos; 

not      exceeding 

Hi)           Loans        secured       by        sa' 
maintained     by     the     employee     at 
Loan;   or 

I'ings        accounts 
the  Savings  and 

b)  Accept  food,  refreshments  and  accoapanying 
entertainment  on  Infrequent  occasions  in  the 
ordinary  course  of  a  luncheon  or  dinner  meeting 
or  other  function  where  an  employee  is  attending 
for  business  reasons; 


imlnal  value;  and 

d)  Receive,  from  persons  outside  the 
Association,  bona  fida  reimbursement  for  actual 
expenses  for  travel  and  related  living  expanses 
incurred  in  fulfilling  Association  business,  bo 
long  as  no  Association  payment  or  reinbursamant 
is  to  be  made  for  the  sane  expanses,  and 
provided  that  any  reimbursement  or  payment  made 
on  behalf  of  an  employee  pursuant  to  this 
section  shall  be  made  only  for  reasonable, 
non-excessive  expenses. 

Sills Within Eh£ Association.    Within   the 

Association,  an  employee  shall  not  solicit  a 
contribution  from  another  employes  for  a  gift  to 
an  official  superior,  make  a  donation  as  a  gift 
to  an  official  superior,  or  accept  a  gift  from 
an  employee  receiving  lass  pay  than  himself  or 


However,  this  rule  does  not  prohibit  a  voluntary 
gift  of  nominal  value  or  donation  in  a  nominal 
amount  for  special  occasions  such  as  marriage, 
birthdays,  illness  or  retirement. 

Misuse  of  Information 

Except  in  connection  with  their  job 
responsibilities,  an  employee  shall  not,  directly  or 
indirectly,  use,  or  allow  the  use  of,  official 
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IntorMtion  obtalnad  through  or  In  connactlon  with 
his  or  har  sBployment  by  the  AsBOclatlon  which  has 
not  baan  pade  available  to  the  general  public. 

D.  Une  of  ABBOciatlon  Property 

Bnployaea  hav*  an  aftiraativa  duty  to  protect  and 
con«arv«  Aasociation  property,  including  aguipment, 
■uppllea  and  othar  property  entrusted  or  lasuad  to 
thaM.  Eaployees  shall  not  use,  or  allow  others  to 
use.  Association  property,  including  leased 
property,  for  other  than  official  Association 
business  activities. 

E.  E«ploY»ent  Conflicts 

1-   auialda Enplovent  ■     Eaployses  are  expected  to 

devote  their  tlae  to  the  Association's  interssts 
during  regular  work  hours  and  during  additional  tine 
as  Bay  be  necessary.  Outside  enployBent  is 
discouragad,  but  >ay  be  allowed  provided  it  does  not 
covpete  or  conflict  with  ths  Association's 
interests.  Any  outsids  employment  must  be  approved 
in  advance  by  the  Director  of  Human  Resources  and 
the  employee's  manager. 

Certain  types  of  outside  eBployaent  or  business 
activities  will  not  be  approved  under  any 
circumstances.  These  Include,  but  are  not  limited 
to,  the  following: 

a)  Work  for  any  company  or  engaging  in  any 
business  activity  that  competes  or  conflicts 
with  Association  interasts  including  Savings  t 
Loans  or  real  estate  companies; 


c)  Any  outside  work  that  suggests  the 
Association  sponsors  or  supports  the  employee's 
outside  employer; 

d)  Any  work  that  involves  preparation,  audit,  or 
certification  of  any  document  the  Association 
may  use  to  conduct  its  buslnsss; 
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2.  Employment  of  Family  Members.  Henbers  of  tha 
sane  family  nay  be  employ ad  by  the  Assoc tation 
provided  one  family  member  does  not  manage, 
supervise,  process,  review,  or  audit  the  work  o£ 
another  family  member.  Family  members  may  b* 
employed  only  with  the  advance  written  approval  of 
the  Director  of  Human  Resources.  For  purposas  of 
this  policy,  a  "member  of  the  sane  fSBlly"  or 
"family  member"  is  defined  as: 

a]  a  spouse,  child,  parent,  brother,  sister,  or 
dependent,  whether  or  not  living  in  the  same 
household ; 


F.  Outside  BUBinesg  j^et:J■vi^:le3 

1 •   Direetershlpa asi officer  Positions.   Employees 

who  intend  to  serve  as  a  director  or  officer  of  any 
for-profit  organization  other  than  the  Association 
must  have  the  written  approval  of  the  General 
Counsel .  Approval  of  the  Board  of  Directors  is 
required  for  any  senior  Vice  President  or  above  of 
the  Association  to  serve  in  these  capacities. 
Normally,  approval  will  be  granted  if  no  conflict  of 
Interest  exists  between  the  organizations.  The 
approval  may  be  revoked  if  a  conflict  of  interest 
later  is  determined  to  have  developed. 

Employees  serving  as  a  director  or  officer  of  any 
NOH-proflt  organization  must  notify  the  General 
Counsel,  in  writing,  if  a  conflict  of  interest 
exists  between  the  organization  and  the 
Association.  Upon  review,  employees  may  be  asked  to 
remove  themselves  from  their  position  with  the 
outside  organization  if  a  conflict  exists. 
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fiduciary  capacity  tn  circunstanccs  involving 
aaabara  of  tha  avployaa'a  tMaily  or  tha  fanily  of 
th*  amployaa'a  apouaa  (Saa  dafinltion  of  faaily 
■•■B>er  in  Saction  III.E.2.  abova) .  All  othar 
•Ituationa  in  which  an  aaployaa  is  to  act  aa  a 
fiduciary  raquira  tha  approval  of  tha  Ganaral 
Counaal . 

C-  Political Activitlea.     Tha  Aaaoclation  ancouragai 

eaployeaB  to  Maintain  activa  interest  and 
participation  in  tha  political  and  govarnaantal 
procaae;  however,  enployaae  shall  not  hold 
thensalves  out  to  represent  the  Association  in 
political  matters.  Zaployaes  who  daalra  to  run  for 
an  elective  political  office  or  accapt  an 
appointnent  to  a  federal,  state  or  local  govamBant 
office  should  discuss  their  plans  in  advance  with 
the  General  Counsel  to  ensure  the  absence  of 
conflicte  with  the  buelneaa  of  the  Association. 

BKPLOYBE  MBPOIiaiBILITIBa 


with  the  raeponaibility  of  knowing  and  fallowing  the  rules 
and  standards  contained  within  it,  including  obtaining 
required  approvals  when  necessary.  Failure  to  follow  the 
policy  nay  reeult  in  disciplinary  action  up  to  and  including 
temination  of  SBployaent  with  the  Association. 

Any  eaployee  who  has  a  question  about  these  policies  or  any 
conduct  or  financial  activity  he  or  she  has  undertaken  or 
plans  to  undertake  eay  discuss  the  matter  in  confidence  with 
the  Director  of  Human  Resources  or  Qaneral  Counsel. 

Upon  hire,  and  annually  thereafter,  employees  will  be  asked 
to  sign  a  form  acknowledging  that  they  have  read  and 
understand  this  Business  Conduct  Policy.  All  officers  and 
professional  level  staff  will  be  required  to  complete  a 
Disclosure  Statement  upon  hire  and  annually  thereafter. 
These  statements  will  be  retained  in  a  confidential  file  by 
the  Director  of  Human  Sesources.  To  insure  the 
confidentiality  of  this  information,  access  shall  be  limited 
to  the  Director  of  Human  Sesources,  the  General  Counsel,  the 
Chief  Executive  Officer,  and  the  Chairman  of  tha  Board. 

for 
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follow  thin  policy  and  for  reporting  any  •oapect«d 
fraudulent  activity.  Any  diacusaion  of  tha  behavior  of 
other  enployees  will  be  treated  as  strictly  contidential. 
It  is  the  AssDCiation'e  policy  that  no  reprieal  say  be  taXan 
against  any  enployee  who  provides  information  about  posslbl* 
violations  of  this  policy. 
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I.   IHTRODUCTICM 

In  order  to  cniurc  that  all  tianaactlona  in  which  the 
Aaaociatlon  engages  «t«  fair  to.  and  In  the  beat  intareata  of, 
the  Aasoclatlon,  the  Board  of  Directors  of  the  Aaaoclation 
('Board")  hereby  eatabllshaa  and  taposca  the  following  rules  and 
procedural  requirementa  to  safeguard  the  intereats  of  the 
Aaaoclation  when  one  of  its  dlrectora  la  affiliated  with  a 
coaipany  ('affiliated  conpany'}  accking  to  do  busineaa  with  the 
Association.  The  Board  expects  that  auch  tranaactlona  will  occur 
infrequently)  however,  when  such  occaslona  do  BrlsBi  Interested 
directors  and  the  Board  as  a  whole  are  required  to  adhere 
strictly  to  these  rule*. 

II.       REQOIRBD  PROCEDDItES 

A,   Dlaeloaure  Prior  to  Inception  of  Transaction. 

If  a  director  haa  any  Material  beneficial  interest 
in  any  cot^any  seeking  to  engage  In  a  buainaaa  tranaaction  with 
the  Aaaoclation  ('Interested-director  transaction*).  Including, 
but  not  limited  to,  tranaactlona  by  which  an  affiliated  conpany 
would  provide  services  of  any  kind  to  the  Aaaoclation  and 
tranaactlona  by  which  such  coapany  would  enter  Into  a  purchase- 
and-sale  sgreenent  with  the  Associstion,  such  director  Kust  fully 
disclose  the  nature  of  hla  or  her  Intareat  to  the  Board  of 
Dlrectora  at  the  Incaptlon  of  auch  tranaaction.   Pull  dlaeloaure 
shall  include  the  nature  and  extent  of  any  personal,  financial, 
or  fiduciary  intereatt  and  such  dlrsctor  shall  provide  any 
Inforaation,  and  In  such  detail,  sa  the  Board  »ay  reasonsbly 
requaat  regarding  auch  Intereat  and  auch  tranaaction. 


The  Board  Huat  approve  any  intereated-dlractor 
tranaaction  before  the  Aaaoclation  executea  any  agreeannta  with 
tin  affiliated  company  or  conplctes  any  procaas  by  which  the 
Aaaoclation  becomes  obligated  to  such  company.   Before  the  Board 
■ay  consider  or  vote  to  approve  an  Intereated-dlrector 
transaction,  the  following  requirements  mst  be  satlsfiedi 

1,    Internal  Report.   The  eaployee  of  the 
Aaaoclation  most  directly  responsible  tor  entering  into  the 
Interested-director  transaction  must  prepare  «  memorandum  for 
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subnliiion  to  th*  Board  datalling  th*  procedures  followed  In 
chooalng  to  do  buaineas  with  the  affiliated  company,  and 
certifying  that  auch  procedurei,  and  tha  ter«B  of  any  contract! 
propoaed,  ai«  aaaentlally  the  aane  aa  thoae  which  the  eaployae 
anploya  In  the  ordinary  coucae  of  buaineas.   Such  aamorandui* 
■hall  include  (a)  where  applicable  to  the  tranaaction  involved,  a 
coRparatlva  aaaassnent  of  the  affiliated  company'a 
qualiticationa,  [b)  a  record  of  other  companies  from  whoa  the 
•aployec  aelccted  the  affiliated  conpany  and  the  bida  or  offara 
■ubmitted  by  auch  other  companies,  and  <c)  epeclfic  rcaaons  why 
the  affiliated  coi^any  was  chosen. 

2 .  Special  Contractual  Termination  Right.   Those 
contracts  which  arc  proposed  to  the  Board  pursuant  to  intereated- 
ditactor  transactions  nust  contain  a  special  terninatlon  right 
giving  the  Association  the  right,  unilaterally  and  in  ita  sole 
diacretion,  to  terminate  the  contract  upon  written  notice  to  the 
affiliated  company,  if,  in  the  opinion  Of  the  Asaociatian,  a 
conflict  or  potential  conflict  has  arisen. 

3.  Approval  of  General  Counsel.   The  approval  of 
the  tranaaction  by  the  Association's  General  Counsel  must  be 
obtained  after  the  two  preceding  requirementa  have  been 
fulfilled!  and  before  the  matter  is  submitted  to  the  Board. 

4.  Hutoal  Disqualification.  An  Interested 
director  shall  agree,  at  the  time  of  first  making  disclosure  to 
the  Board,  that  he  or  ahe  shall  be  disqualified  from  taking  any 
actions  in  any  way  related  to  the  Board's  consideration  of  the 
transaction  or  company  in  which  the  director  has  an  interest,  and 
that  such  disqualification  shall  prohibit  tha  director  from 
voting  on  or  attending  those  portions  of  Board  meetings  at  which 
auch  transaction  or  company  is  discussed.   In  addition,  such 
director  shall  agree  that  he  or  ahe  ahall  not  participate  in  any 
activitiaa  in  the  affiliated  company  which  relate  to  any 
agrceaient  or  transaction  between  such  company  and  the 
Aaaociation. 

Upon  completion  of  the  foregoing  requirements,  the 
Board  may  consider  and  vote  upon  the  interested-director 
transaction.   The  Board  must  approve  such  transactions  by 
adopting  a  resolution  approved  by  at  least  a  majority  of  the 
entire  Board,  with  no  director  having  an  interest  in  the 
transaction  voting.   The  approval  of  the  Board  shall  be  expressly 
conditioned  upon  the  approval  of  FSLIC,  as  discussed  balow. 
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Put«u«nt  to  Section  14  of  Artlcl*  :il  of  th» 
ABsociation'a  Bylaw,  th«  approval  of  P8LIC  shall  b«  obtained 
prior  to  the  execution  of  any  agreeaent  for  or  the  oblioation  of 
tna  Aaaociation  to  any  tranaaction  in  which  a  director  has  an 
Intereet. 

III.       LITIGATION 

A.  EtagloBure- 

If  a  director  la  affiliated  with  a  company  or  other 
entity  which  la  involved  In,  haa  been  Involved  in.  Or  has  a 
subatantlal  likelihood  of  becoaing  Involved  in  any  litigation  or 
dispute  with  the  Aasoclatlon,  such  director  aust  fully  dlacloee 
to  the  Board  the  nature  and  clrcuMatances  surrounding  such 
litigation  or  dispute  at  Ita  inception  or  aa  soon  as  possibla 
thereafter.   The  interested  director  shall  provide  any 
inforaation,  and  in  such  detail,  as  the  Board  say  caaaonably 
requeat  regarding  such  dispute  or  litigation. 

B.  Actions  by  Board  of  Directors. 

Following  dlacloaure  of  the  dispute  or   litigation, 
the  Board  shall  detarvine  by  a  Majority  vote,   with  no  director 
having  an   Interest   in  the  dispute  participating  or  voting, 
whether   the  interested  director's  involveaent   In  the  dispute  Is 
such  thst  the  director   faces  an   li^erKisslbls  conflict  of 
interest.      If   the  Board   dcteralncs  that   such  a  conflict  sxltts, 
it  shall  ask  for   the   interested  director's  resignation. 

In  the  event  that  the    Interested   director    refuses   to 
rSMOve  hlMself  or    herself    froa  the  Board  after    the  Board  haa  aade 
the   foregoing  deter»lnation>   the  Board   iaaedlstely  shall  notify 
the  FBt.BB  and  shall  reconswnd  thst   the  FHLBB  reaove  the 
interested  director   for  'good  cause",   in  sccordance  with  Article 
III,   Section   13  of   the  Aasociatlon's  bylaws. 
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coMMrmt  ON  bank:p([i.  finance  and  urban  affairs 


h  you 

ccncamlna  Om  duir*  of  cb*  5ul|exxad.cta*  Co  ccntlma  haarlngs  en  CM 
pcDvlaicfB  iif  Ui*  PMkbI  Sovlrga  and  loan  Inaunnca  CocpocBCicci 
RKipitallutlcn  OIU,  a. ft.  27,  and  raUMd  Iwum.    Kmm  twadnjs 
»ai  rMun  on  Hacch  3,   1987,  at  10:00  aji.   in  Xta  212B  RaybuEn  Hcxim 
Ottlea  Building,  in  accordanca  with  etw  schadula.of  wienum 
containad  in  th*  oncloaad  Subciaaictaa  mtica  of  FaCmary  12. 


oUwr  auggaaciona  i:hac  you  nay  caca  U 
dfipcaciatad  aa  urn  andaavor  Co  pr^ida  aaaiatAnce  to  FSLIC  and  l* 
aaaiat  in  nainuining  scabilicy  of  Qm  thrift  induaciy  uhlla 
pcaMcvlng  public  confidence  in  cha  safety  and  soundnaas  of  oui 
tnacituUcna  and  Uw  govacnanc'a  ability  to  nact. 

Kur  caBBanCs  on  federal  procedures  and  their  ralationshj 
state  Ian,  particularly  in  ttw  area  of  change  of  cnnuol  natcai 
would  be  of  interest.     Uhila  there 
en  Cha  baaic  facta   involved,  still  Uare  ia  a  wide  difference  of 
opinicn  as  to  how  Che  sicuation  has  developed,  and,  of  course,  bey 
the  Imnadiata  need  for  stability,  Ma  are  always  Incarastad  in 
considering  Icng-tena  goals  an]  objectives  due  Co  Che  liciortance  o 
the  subjfcc  mttar. 
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In  ■cconlnoB  witii  Ct^alttaa  nilaa,  plii  dallvwr  ITS  aviaa  el 
your  peapand  Wfnt  to  Dm  B303  B^lum  Bsum  OCftn  Building, 
NMilnatcn,  DC    30S1S,  24  bcuc*  In  adnnea  Q(  your  adiaduHd 
WMiMio*.    mc  ttaUMM  in  Its  anUiatr  «1U  b*  includMl  In  th* 


ba  Md*  nalUbla  to  all  SUbojiilttM    iitiri  in  idranca  of  ttm 
liaaring-    Ta  sconid*  all  a^ban  vith  aufflclant  ti^  fcs  quMtlonlng, 
tha  onl  naaaiilaLlun  at  jour  pnpaiad  atacannc  mat  ba  llsltad  to  10 
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mtxuary  13,   19S7 


He.  Mlcsr  HcAUiaur, 

San  Antonio  Sari; 

P.  0.  Bn  1810 

Sam  Antdiio,  IX    7B296 

Dht  Ht.  HcAUiaUri 

tefsrwica  la  nada  to  Cciiiiilcta*  ataft  diacuaaicn*  with  yai  ccncarning  tna 
daatra  oC  Um  SubccanlttM  Co  ccntlnu*  twarlnjs  on  cha  provisions  of  tM 
FtttoEal  savings  and  Loan  Inaucanca  Concrscion  Racapltaliiatlon  bill,  H.R.   27, 
and  nldcad  Isauaa.     Iheaa  haacinga  wdl  camBB  en  Manli  3,   1W7,  at  lOiOO  a^. 
in  ftioi  2123  Raybum  Sous*  otflca  Building,  in  lacerdanen  with  tha  schadule  oC 

In  addltlcn  Co  your  caaawita  en  Uw  pcovlsions  of  H.R.  27,  m  would  Also 
ask  for  yoir  viaus  on  tha  pctwiaicna  of  H.R.   I0G3,   uititduced  Cr/  Ccngreaasan 
Bartlett  and  CE>-a[icnaoEad  ty  Chiva  othar  oaiban  ot  tha  Canitcoa.     It  ia  ny 
undarstanding  that  you  hav*  dlscuasad  aona  of  cha  pravlsiona  of  said  bill  with 
Cba  author.    Any  otlwr  augowtiooa  chat  you  nv  cara  to  suCnut  will  of  coucs* 
b*  appraciaCed  aa  wa  andeavor  to  pcortda  aaslstanoa  to  FSLIC  and,  hafica,  asaiat 
In  nalntaining  stabili^  of  tha  thrift  induatiy  Mtiila  prasacving  public 
eonfidanca  in  tha  aataty  and  aoundnaaa  of  our  inatituticna  and  tha  gowcmant's 

A  Cmltt**  mlas,  plaass  dallvar  175  <x!pi*s  of  ^ojr 
■  8303  RayfiuEn  Housa  Offies  Building,  waahingtcn,  DC 
a  of  your  achadulad  appaaranca.     Your  atatanant   in  ita 
B  includad  in  tha  haaring  ncord  and,  if  dalivend  whan 


£SS!^4 
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W.  Ky  a.  OVMa.  FtMUnt 
nOKSl  S3*  K«  Bnk  of  OOlM 
P.  0.  Boi  «1W» 
DkUm/R.  Nbrth,  TX     TS361-M2S 


ur  rMiacU'w  aUCfi'  dlacuaaiona  ocncamlng  CM 
o  oontlnu*  hudnoa  en  cha  pRnriaicna  oC  Cha 
Mlttal  Sairin^  and  [can  Invsaim  OziBcmCicn  RacaplUliiaticn  QUI,  fl.R.  IT, 
•nd  nlMad  Iwuaa.    Una*  nMrlnga  will  nua  on  pmtA  3,  1.9S7,  ac  lOiOO  a^. 
tn  Km  2128  l^biini  Hoaa  OttiiM  BuUdli^,   In  ammlau  olcn  Om  achadul*  oC 
MiDMMOT  eonulMd  in  th*  MclaHi]  SiAeaMlttM  noUc*  o^  rabniuy  12. 

m  addlclon  to  your  o^aiU  on  ttw  pnvlslona  oC  R.R.  27  and  Uia 
haaihlliCy  a£  ahoctar-Ca^  mi  iiai  t—  Co  ClM  ncapiulixation  prcU^.  ma 
wuld  also  aak  foe  yaa  vlaw  on  ctw  provlalov  of  B.R.  1M3,  incicAicad  Cy 
Congraa^Hn  Bacclact  and  eo-aponBcrai]  by  chi»a  ocbar  oaaMn  of  Cfaa  CeaBittaa. 
I  ballvn  that  you  ara  '^ ' '  *-  iiltb  Uioaa  [icDvlaim  and  riava  lada  atataaano 
ocncatnlnb  tbalr  practleall^  txat  a  ragulatacy  vancy  panpactlva.    Ub  ballava 
ttnaa  ini^aiil  ii  iMuld  ba  fooallnd  ao  tnac  tha  subc^BieCaa  can  caaA  a 
dacialon  on  ttta  vpropriatanaaa  of  a  n^iar  of  forabaaranca  prrpjaaU  ■ 

IDu  aia  alao,   I  baliava,  ami*  of  Oia  fact  Chat  atacaaanu  Hava  a(ipaarad 
caganUng  cha  aannar  and  aaana  in  idilcb  Ctw  raclacal  ana  Lomn  Bank  haa 
dlachargail  its  caapoiaibllltiaa  oonoamlng  a  luAar  of  laanrijeiona  irichln  Cha 
bank'a  jurlodiccim.     Kza  pacClcularly,  tha  fiaquanc  (Aorgi  of  'ubltrarY  and 
cv^cioui*  action!  by  auainara  and  aivarviaocy  pancmal  hsva  baan  Mda  and 


Mills  xa  raccgiuia  tha  difficulty  in  napcnUng  to  diaigaa  i4uctt  ara  nx 
idancifiad  by  inatlCuticn,  navanhalasa  *»  inuld  appraclata  your  aaklng  avacy 
affcrt  to  Infom  tha  CCBBitcaa  of  tha  [KTxadiina  Colloaad  Co  anaura  that 
InatiCuclcna  and  Indivlduala  ara  ciaatad  fairly  and  chat  caaaonabla  dcubca  an, 
in  fact,  caaolvad  in  Cha  favor  of  chess  inacicuciona  ihich  axpaElancs  aarioua 
diffieulcy.     In  thcaa  inatancaa  of  voluntary  iHivaca  of  ackUntatraClva 
haadrga,  ochacwioa  pnivldad  £oc  Oy  lav  and/or  ragulatlon,  »a  Hwld  a()pnciata 
a  RBBuy  of  thoaa  inatancaa  and  a  dlacuaaicii  of  Uia  crtcarla  uaad  toe 
insisting  i^on  audi  'mluncaiy''  iiaivars. 
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m  hav*  alao  ncaivad  infooMticin  tandlng  Co  aufpoct  diazgmm  that  dwno* 
at  ocntrol  pcDoaduiBi  hav*  baan  Inalagjataly  da<falapad  ani  poocly  luplwnwl 
ml,  aa  audi,  an  a  ocntritutliig  lactee  In  tJia  fact  chat  aoaaiitiat  laaa  than 
daalrabla  tndlviduala  mv  hava  gainad  control  of  Cinandal  inatitutlona  In  ycur 
juriodlctlon,  in  cartaln  inatanaa  eontrUuting  atgnlfleantly  to  aubaaguant 
dlffleultiaa  aivarlancad  by  Om  Inatibitioi, 

lour  coaanta  in  thla  araa  will,  of  ctima,  Ba  appraciated  In  r«vl«fins 
tha  odaquBcy  of  axisting  Iamb  In  on  »f fort  to  pioiiDta  Icng-tacm  atabili^  of 
ctaa  Induatiy  cnca  ua  hava  ccnfrontad  tha  ImatUata  taali  at  hand — eba 
pEBaarvatlcn  of  FSLIC  and  tha  ahart-ta^  atabillty  of  choaa  inatitutlcna 
Inaurad  by  FSLIC. 

var  175  ccvia*  of  your 
_  •  Offica  Buildino,  Itaahlngion,  UZ 

20515,  2i  tiours  In  aitvanca  of  ^air  adtaduled  appaaranca.     Your  atacaaant  in  Its 
•ntiraty  Kill  b*  includsd  in  tba  haartni  racoeda  and,  if  dalivacad  whan 
laif — tit.    Uia   II  III  ■■III   vlll  Ba  nada  availabla  to  all  SuBcoiBiitcaa  UBiiacs  in 
advanCB  of  tha  haaring.     Tti  pcovida  all  luttjau  with  lufflcianC  tiina  for 
quaaticning,   tha  oral  praaantatton  of  your  praparad  atar.awant  mat  ba  tioitad 
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>r  Mr.  sallyi 

nafMwn  iamOt  to  OMdttM  tuXt  <X _.,. 

ill*  of  Um  SiiiacialcM*  to  mnclnja  bMrlngi  on  Um  provlaUm  o(  CM  Mtrai 
linos  and  Lon  muran*  Cdcpecnian  Mci(iiE«llutlj>i  btU,  H.I.  IT,  «  ' 
LUad  IMUM.     Qmm  hMrlnga  hUI  ■>*■■  Oi  ltan«i  I,   1M7.   M  lOiOQ  # 
Ji  2118  nvCisn  BsuM  OMic*  luUdl/w,   in  MOOKdMiaa  wlcti  CM  «c«m«j1« 
diMMa  eontainad  In  ttm  aiclaaBd  »)bmwlW—  ratlm  of  '(Muicy   IJ. 

•  pcoflalcr*  of  il.ll.   27  <nd  U» 
o  ttM  ncvlullutlon  (iBaOiw,  i 
•  prorUUni  oC  a.K.   10*3,   UKcoAioM  oy 
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Hi  hnw  Hao  mxlnd  InfamBtim  tandlng  to  mifpact  i  Iiiiiijm  Chat  lAanoi 
ot  cantnsl  piocKbjrM  hiv*  baan  IrwdBjuacaly  dnalcvad  and  poorly  lBpl«Bi*ntad 
and,  M  sucti,  an  a  ccntrUuting  taOnc  In  tha  fact  that  iiiiwiiliiil    IMS  than 
desirabls  Indlvlduala  ay  h*v«  galnad  ccncrol  ot  financial  InatltuClona  in  yoir 
juciadictton,   in  certain  Instanaa  ccntrltuclug  algnlflcancly  to  autaagiMnt 
dlfClcultiaa  axpcclaticBd  by  tOa  InaClcuticii. 

Wur  coBBnts  In  this  axaa  will,  o£  coma,  ba  ap^nciataa  in  cwlawlng 
Cbt  adtquacy  of  axlstlng  !■>■■  In  an  affort  ts  prcxDta  Icng-Mim  stabtll^  ot  eht 
Induatiy  onca  m  hava  confrontad  tha  laaadlata  taak  at  hand — tha  pcasarvatlcn  oC 
rSLIC  and  Om  ahnt-UiB  atabillCy  of  thoaa  InaUtiittcna  Inaund  Oy  PSLIC. 

m  accocTjanca  «lUi  Ccoolttsa  tMlaa.  plaaaa  dallvar  ITS  ccolaa  of  your 
pnparad  scatMiant  to  Roa  B303  Raybum  Bouaa  offica  Building,  Huhlngtcn,  EC 
20515.  2A  houn  In  advanca  of  yoic  aOwtlulad  ^paaranca.     VOuc  statanant  In  iCa 
MiClratv  xlll  ba  Inclulad  in  tha  haariiq  cacoida  and,   If  dallvaiBd  oitian 

•dvanca  of  eba  haaring.    lo  provlda  all  naiMn  with  sufflciant  tim  for 
lyjaaticnlng,  tha  ccal  piaaantatlcn  of  ycur  pnpand  itatmant  (UBt  ba  limitad  to 
ID  Dlnutaa. 
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Mr.    Pradarick  D.   Wolf,   Dlractor 

Accounting   and   Financial   Hanaganant   Division 

Canaral   Accounting   Otflea 

Haahlngton,    DC      20S48 

Daar   Hr.   HolC i 


It  would  ba  appraclatad  if  you  Hill  «pp«*t  o 
aacond  panal  on  March  3  rathar  than  on  March  4,  » 
originally  aotaadulad. 
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Hr.  FmlK-ldt  D.  Half,  DlEKtoc 
Accounting  «k1  Financial  mragmmi 
Gwwral  Accounting  Off  in 
441  G  SUwt.  H.H. 
Hkahli^run,  CC     20548 


RafScwica  la  nalm  Co  our  nopacxlv*  suff  dUcuaaicns  conevcnlng  0» 
daaira  of  ttw  SuBcc^BlCtan  Co  ccntlna  haaringc  on  Ctw  piovisicn*  of  Ctia  Fadusl 
Sninga  and  Lowi  InBucam  Cac^oatiai  tac^lUQlMtlon  bill,  H.R.  27,  ml 
nlatad  Ibbub.     TAbh  hMringa  wlU  nn^  on  Huxh  3,  1987,  at  10:00  ajn.  In 
ttom  2i:a  R^tum  Bwn  Ottlca  Building,  In  acconlanca  wiUi  i:hB  scMKlula  of 
HlCnauaa  ccxicjlnad  in  tlw  •ncloaod  SubccaniCCa*  notlc*  of  Fsbcuuy  12. 
Ai  you  will  ncca,  your  a[$aarvic*  U  •diadulad  for  MactA  4. 

Ha  an,  of  cam*,  OKar*  of  Uw  ongoing  affects  of  Eh*  Ganaral  Accounting 
Office  in  ncnltoring  tlw  a[!aratlcna  of  FSUC  and  Che  Chrift  inluatxy.     Ttw 
Briatlns  you  providad  to  this  CcmoictM'a  acafe  uaa  neat  tiel^ful  In  Chia  ngacd. 
Nai^  of  StO'a  Btudlea  havs  been  in  nsponaa  to  raguaacs  of  Cliis  CcmiitCaa  and 
Individual  nvqbara  of  cha  CoBBittaa,  a  clear  indicacion  of  our  IcngaCandir^ 
ecncBcn.     \  amnazy  of  Uuae  afforCa  haa  baan  provided  by  SAO  and  cnac  autnary 
of  course  will  b*  loada  part  of  tn*  printed  record  of  the  tiaaringa. 

Fran  Ctia  pacapactlve  of  OK)  wa  would  qipceclata  your  cmiBnci  on  cha 
praviaicfiB  o£  H.R.  27  and  a  dlacuaaion  of  a  shorter-tern  approach  as  has  baan 
pnpcsed  Oy  a  runbar  of  individuals  and  organ izaticna.     In  addition,  there  has 
baan  conaldarable  camanc  concerning  foreOaaranc*  pcaai^iliciaa,  and,  in  that 
cosiBcticn,  a  cofiy  of  H.H.   1063  is  encloaed.     Your  coaoenta  wculd  be  appcaciatad 
ccncamlns  ttvasa  provistcna  uiCA  particular  o^haais  jpcn  chs  applicabllicy  or 
faasibillCy  □£  FASB-IS  aa  an  aaaiaC  to  the  current  problao*  confronting  the 
Oacporaticn  and  a  nunbar  of  distraaaad  inatituticna .    Va  undaratand  that  your 
am  background  in  Cha  privaC*  saccor  will  be  aapaclally  useful  in  dealing  with 
this  subject  as  wall  as  your  incinata  knowledge  of  CM  oil  and  gas  industry, 
Hhidi  tiaa,  as  I  am  nire  ycu  know,  baan  cic«]  as  ocw  of  che  csaaona  bahind  Che 
difficulties  being  ancountaeed  by  Texas  institutions  and  cut~of-scaca 
initiCutlons  who  are  involved  in  parcicipation  ralatlonahlps . 
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m  acoontaDC*  wleh  n^li  i  n  rulasi  plMW  dslluvr  173  ofitas  of  your 
BnpKoa  itKwinr  to  Jtxm  0303  Rvtun  Oxm  Ottio*  BulUlng,  Muhlrgtai,  DC 
20519,  Z4  tarn  In  aOrMiam  oC  ycur  iftiliKd  «|iMnnoB.     Kur  naUMnt  in  lU 
•oUrMy  Hill  0*  Incluttad  In  Ct»  bMrlng  noocda  wd,  1(  a*llv*nd  xMn 
nrmtwl,  tim  sut^Mit  will  b*  ^di  nall^il*  Co  all  auteamittm  nBtma-  in 
advancB  a<  Ua  hBulrg,     lO  pcortda  all  ^iri»n  vith  nifflelMit  tiJM  fear 
(^i— tlanlng,  tba  oral  tci— nmlon  of  :^wr  pnpuvd  •tacannt  sMt  Da  limicad  b 


^^tB^^bszr 
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Pabruary  24,  1987 


saciaty  of  ttaal  EBCaCt 
6O0  Nav  HBBpahlr*  Avar 
Suit*  1111 
Uaahington.  DC   20037 


This  is  to  eonfino  ny  diseuasion  with  youe 
Washington  offic*  and  Bob  Morin  in  TucBOn  concern! 
haacing  Chang*. 

It  Hould  ba  appraciatad  if  your  witnaas  appaa 
tha  aacond  panal  on  March  3  rathar  than  on  March  4 
originally  sehadulad. 
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(UravWIOM.  «QUUITKM  AND  INSUfUNCE 


FMxuuy  13,  1M7 


Ct*tY^  ^-  ''*  !'<»—'*) 


C4S  tbrtb  nlchloM  Anni* 
OUiago,  D.     tOCIl-MSS 


Mtanno*  U  aad*  Co  dlaeuMlona  Mtvaan  O^aitUa  mxatt  and 
Ite.  Don  n>Uy  ooncacninn  tha  daalra  of  Cha  SiCicx^altUa  Co  ccncima 
liBBilnga  en  Ctw  [xovlalona  ol  Cha  radacal  Savlntp  and  loan  Inaunnca 
Cocpontlcn  HtopitallJatlan  l>ll£,  H.R.  27,  sid  raUUd  laauM. 
Oiaaa  haacln^  wlU  raaaa  en  nairdi  3,  1987,  at  IDiOO  aj>.  In  Ikn 
213S  RayBum  ftjuaa  Ottica  Building,  in  *ccocdanca  olch  tha  adiadula 
•  ccncalnad  In  tl 

,  1987. 

V  hald  by  tta  Full 
•  McapltallaaClon  pccfxiaal.     Su' 
ttaarl/qa,   Inlotaal  ^atln^  wan  IiaU  daallng  v 
caialdaraclcinB  with  aajor  ijndannrltiiq  tiam  raapaxlliig  Q 
and  staff  ijjaatlcra.     Ttua*  taatingi  uace  follwad  by  a  naatlng  a 
tha  genaral  suCjact  of  fccabaaranca.     Curing  cha  couraa  of  that 
■■atlng  with  »  pnaantatlon  Cy  Cadinlcian 


•  naponaiOllltv  a 


(upaFvlalng  financial  inatltu 

Accocdlnjly,   tha  Subc^oalttaa  would  ^ipcaclata  lacaiving  your 
taatlmny  nlaCad  aa  pacifically  aa  [ESBlbla  to  [landing  PSLIC 
McapiCaliiaticn  prcpsali  and  propoaad  ««nclMnt>  thacMo.     In 
pacticulac,  tha  wllcability  of  FASB-IS  aa  aat  forth  In  Om 
■aearial  ralatad  to  H.R.  1063  Kuld  Da  invalu^la. 

Dulcaad  ai«  a  CQ[y  of  R.R.  27  (cha  PSLIC  Racapitaliiatioi 
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BulKUna,  l*ahl:qtan,  CC  20515,  24  ihoirs  In  a3nm*  of  your 
■dMdulad  appHnnca.  YOur  statsnant  in  Ita  entirety  will  ba 
indulad  in  the  hsaring  cacoida  ani,  it  dallnrBd  wtian  raqusated, 

advwio*  cf  Eh*  haarlno-  TO  prtwida  a 
for  quncldciing,  tim  oral  praaontatiq^ 
mist  ba  llmltad  to  10  nliucaa. 


:.  Hinion  H.  Elnnaid 
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85  Bro»d  Str»»t,    27th   Floe 
-     ■      —    JOOO* 


r.^JX?ziats 


I  u  dellghtai 

rch'j,  lou  w 
:tDr  Fradarlcl 
inagaBanC  Div 

inal  Hill  CCH 


;^-a- 
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.  FetzuBry  13,   1987 

Itr,  Jchn  Corrlna 

D*Br  Mr.  CcczljiBi 

A  nmbar  of  Comittse  mmbain  who  Mtttided  Clw  briaflng  ssssion  en 
JuuBzy  28  havB  ccmBntai]  on  Rim  halptul  it  ana  in  Uwlr  undarsundlng  of 
mutwting  considanEicm  ralatlng  to  bend  sales.    Ha  appnclala  your  having 
Ukan  am  Cina  to  aaalat  tl»  HMters  and  sUCf.who  nor*  abla  to  attend.  In 
obtalninj  •  batter  undaratandlng  of  IssuM  nlatod  to  currant  Itocafiltallzatlan 
of  ES.IC  ptcpossls. 

Inaanuch  as  sane  of  theae  quaatlois  still  caialn  in  the  minds  of  luny 

Subcanolttee  should  have  on  cf^ortunl^  to  receive  taetijiany  relating  to 
marketing  CEnsideratlana.     You  vill  note  fnm  cha  ancloaed  schedule  of 
Hitneesee  that  undeivrlting  teatiacv  baa  Been  aat  (or  March  4  and  I  bcpa  that 
your  sAadula  will  permit  your  participsticn. 

1  believe  that  you  are  tspiiliar  with  Uia  prowlalcna  of  U.S.  2T,  a  copy  of 
uhidi  ii  ancloaed.     I  have  also  ancloaed  a  copy  of  a.R.  1063,   intrcduced  tv 
angreaanan  BarUett  and  co-^onsored  Cy  three  other  oosbers  of  the  Ccmiittee , 
which  contains  a  mnMr  of  smgeaticna  that  will  be  thoroughly  reviewed  ty  the 
Qnnlttee  during  the  i^ccaing  haarlngs.    Ma  prlnarlly  would  axpacc  with  your 
bacltgrcunds  in  mind  chat  you  discuss  those  proposals  again  CcM  the  point  of 


20S15,  24 
antirety  will  be 


Jtfhaimajf 
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Qua  (Mrk*t   Pliia 

31th  Floor 

San   FTanei«co,    »     9< 


iciaca  your  appai 


1  Chl«f    Eiecuci"*  Otfii 


ha 

ipacilic 

Ion 

a  of  th. 

ring  our 

lli.tion  of 

por 

ation. 

oa* 

d  «  copy  of 

jlldino,   Haahjnoton,    DC      10515, 
ur  acheaulad   appaaranca.      Your 
■cy  Hill   ba   Includad    In   Eha 
[   dallvarafl  uhan   rafluaatad,    tha 
■vailabla   to  all   lubconiittaa 
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Sincecly, 
'-'ch.ini.in 
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rabruacy  I«,    19S7 


fing«    (nd 


3pl*I    sf    B.R.     21, 


«gnerallr  Cuiliai 
CoBlttsa,   and.   of 
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THE  FEDERAL  SAVINGS  AND  LOAN  INSURANCE 
CORPORATION  RECAPITALIZATION  ACT  OF  1987 


WEDNESDAY,  MARCH  4, 1987 

House  of  Rbprbsbntativks,  SuBCOHBinrsE  on  Financial 
iNsnrunoNS  Supbsvision,  Regulation  and 
Insurance,  Committbe  on  Banking,  Finance 
and  Urban  Affairs, 

Washington,  DC 

The  subcommittee  met  at  10:30  a.m.  in  room  2128  of  the  Raybum 
House  Office  Building,  Hon.  Femand  J.  St  Gennain  (chainnan  of 
the  subcommittee)  presiding. 

Present:  Chainnan  St  Germain,  Representatives  Hubbard,  Bar- 
nard, LaFalce,  Vento,  Roemer,  Neal,  Carper,  Kleczka,  McMillen, 
Kennedy,  Wylie,  Leach,  McKinney,  McCollum,  Wortley,  Parris,  Be- 
reuter,  Bartlett,  Roth,  Hiler,  McCandless,  McMillan  and  Saxton. 

Chairman  St  Germain,  (presiding)  The  subcommittee  will  come 
to  order. 

Today  we  will  receive  testimony  from  representatives  of  savings 
and  loan  associations  in  States  that  have  suffered  economic  set> 
backs  in  recent  months.  This  testimony  will  give  the  committee 
some  firsthand  case  histories  of  the  conditions  of  the  industry  as 
well  as  an  understanding  of  the  interaction  between  S&Ls  and 
their  regulators. 

We  have  a  Ifirge  group  before  us  representing  savir^  and  loans 
in  Kansas,  Louisiana,  Texas,  Iowa,  and  Missouri.  We  appreciate 
your  appearance  here  today.  I  am  certain  that  your  testimony  will 
assist  the  committee  as  it  attempts  to  work  through  the  issues  in- 
volved in  the  proposed  recapitalization  legislation. 

Since  we  do  have  a  rather  impressive  panel,  I  eun  just  going  to 
follow  the  order  as  it  appears  on  the  notice  of  the  subcommittee 
hearing.  I  assume  the  staff  threw  all  the  names  in  the  hat. 

So  the  winner  in  first  place — the  first  shall  be  last,  and  the  last 
shall  be  first — is  Mr.  Wade  Nowlin,  Chairman  and  Chief  Executive 
Officer  of  Nowlin  Savings  &  Nowlin  Mortgage  Company  in  Ft. 
Worth,  Texas. 

He  is  accompanied  by  Mr.  H.  Robert  Frenzel,  who  is  President  of 
that  organization. 

Mr.  Nowlin,  we  will  put  your  entire  statement  in  the  record,  and 
you  may  proceed. 
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STATEMENT  OF  WADE  T.  NOWLIN,  CHAIRMAN  AND  CHIEF  EXEC- 
UTIVE OFFICER,  NOWLIN  SAVINGS  &  NOWLIN  MORTGAGE 
COMPANY,  FT.  WORTH,  TX;  ACCOMPANIED  BY  MR.  H.  ROBERT 
FRENZEL,  PRESIDENT 

Mr.  NowuN.  Thank  you,  Mr.  Chairman,  distinguished  Members 
of  the  committee. 

We  are  very  pleased  to  be  here  today  and  appreciate  the  invita- 
tion to  share  our  views  before  this  committee  on  the  provisions  of 
H.R.  27,  H.R.  1063,  and  other  related  issues. 

The  continuing  drain  on  the  FSLIC  fund  is  well-documented.  The 
situation  has  reached  the  point  that  positive  action  must  be  taken 
to  adequately  recapitalize  the  fund.  The  regulators  dealing  with  in- 
solvent institutions  are  not  able  to  take  appropriate  actions,  and 
these  delays  appear  to  be  leading  to  increased  costs  to  the  insur- 
ance fund  and  a  decrease  in  public  confidence.  Recapitalization  in 
some  form  must  hap[>en  soon. 

However,  this  recapitalization  must  be  accompanied  by  forbeaiv 
ance  measures  and  reasonable  regulations  that  allow  viable,  well- 
managed  institutions  a  means  to  work  through  their  problems  and 
to  buUd  their  capital  bases  and  therefore  strengthen  the  FSLIC 
fund  rather  than  submit  it  to  additional  risk. 

We  support  forbearance  measures  only  for  well-managed  thrifte 
operating  within  the  regulations  whose  troubles  are  the  result  ol 
operating  in  an  economically  depressed  region  and  not  due  to 
fraud,  imprudent  operating  practices,  speculative  ventures,  self- 
dealing,  or  excessive  dividends  and  lifestyles. 

The  following  forbearance  metisures  should  be  made  regulations 
administered  by  the  Federal  Home  Loan  Bank  Board: 

First,  the  FASB  15  should  be  specifically  authorized  in  the  r^u- 
lations.  FASB  15  allows  a  problem  loan  to  remain  on  a  thrift's 
books  without  writedown  provided  the  loan  is  restructured  so  that 
it  is  probable  that  a  borrower  can  repay  the  loan  under  the  new 
terms  and  the  lender  will  receive  cash  payments  totaling  at  least 
the  loan  value. 

It  should  be  emphasized  that  FASB  15  is  a  generally  accepted  ac- 
counting principle  but  is  not  a  cure-all  because  this  rule  will  not 
normally  apply  to  loans  on  raw  land  or  projects  without  cash  flow. 

In  addition,  provided  the  association  s  independent  CPA  rules 
that  FASB  15  has  been  properly  applied,  such  loans  should  be  ex- 
empted from  the  asset  classification  regulations. 

Second,  if  a  loan  originated  or  purchased  prior  to  January  1, 
1987  is  foreclosed  and  the  real  estate  is  taken  back,  any  Iobb  due  to 
a  writedown  of  the  asset  to  the  current  fair  market  value  should  be 
ELllowed  to  be  amortized  over  a  period  of  5  to  10  years.  This  would 
allow  an  association  both  the  time  to  work  with  the  real  estate  and 
give  the  market  cycle  the  opportunity  to  evolve,  bringing  the  aaeet 
to  its  maximum  value. 

Third,  the  capital  forbearance  policy,  as  outlined  by  Federal 
Home  Loan  Bank  Board  last  February  26,  should  become  regula- 
tion rather  than  simply  policy  to  ensure  the  public  confidence  that 
savings  and  loans  operating  under  such  provisions  will  be  allowed 
to  carry  out  their  plan. 
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Coupled  with  forbearance,  certain  r^ulations  currently  in  effect 
exacerbate  the  situation  and  should  be  rescinded. 

For  example.  Section  563.17-2  of  the  FSLIC  insurance  regulations 
requires  an  R41  appretisal  at  the  time  real  estate  is  acquired 
through  foreclosure  and  further  requires  a  writedown  if  the  ap- 
praisal is  less  than  book  value.  Instead,  we  believe  at  foreclosure 
that  the  GAAP  principles  should  be  applied,  requiring  a  determina- 
tion of  the  fair  market  value,  which  would  involve  considering  nu- 
merous other  factors. 

In  the  event  a  writedown  were  required  through  this  process,  as 
noted  previously,  we  support  the  concept  of  amortizing  that  loss 
over  5  to  10  yeeirs. 

Section  563.13(b)  of  the  FSLIC  insurfince  r^s  requires  additional 
r^ulatory  capital  equal  to  20  percent  of  the  Eunount  the  real  estate 
is  valued  for  acquired  by  foreclosure.  If  an  asset  acquired  through 
foreclosure  is  carried  at  current  fair  market  v£due  by  an  institu- 
tion, there  is  no  reason  or  no  logic  in  requiring  additional  net 
worth. 

An  asset  carried  at  fair  market  vfdue,  regardless  of  how  it  was 
obtained,  does  not  carry  additional  risk  that  should  require  addi- 
tionetl  capital.  This  is  a  double-hit  concept  of  writing  an  asset  down 
and  then  requiring  additional  capital  for  the  remaining  current 
fair  market  value.  It  is  unnecessary,  punitive,  and  should  be  atrnl- 
ished. 

A  final  concern  that  we  have  for  the  continued  viability  of  the 
savings  smd  loan  industry  is  the  integrity  of  the  ownership  and  the 
management  of  the  insured  institutions.  Far  too  many  examples 
are  on  record  of  fraud,  self  dealing,  insider  abuse,  speculative  or 
imprudent  ventures,  excessive  operating  expenses,  excessive  officer 
and  stockholder  compensation,  and  extravagemt  lifestyles,  and  tre- 
mendous growth  fueled  by  high  interest  rates  and  onen  brokered 
deposits. 

Using  due  process  and  individual  judgment  at  all  times,  the  regu- 
latory authorities  must  move  swiftly  and  forcefully  eigainst  this  de- 
ment in  our  business.  Neither  the  FSLIC  nor  the  legitimate,  well- 
managed  thrihs  should  be  required  to  pay  for  the  excesses  of  those 
managements  not  willing  to  play  by  the  rules. 

Mr.  Chairman,  I  again  want  to  thank  you  for  inviting  us  to 
present  our  views  on  these  important  issues.  We  appreciate  your 
consideration  of  our  point  of  view,  and  we  would  be  glad  to  answer 
any  questions  you  might  have. 

Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Nowlin  can  be  found  in  the  ap- 
pendix.] 

Chairman  St  Germain.  Thank  you,  Mr.  Nowlin.  I  would  themk 
you  for  a  very  concise,  but  a  very  helpful  statement. 

During  the  questioning  period,  1  intend  to  bring  out  and  reem- 

{thasize  some  of  the  points  you  made,  but  your  testimony  is  certain- 
y  appreciated  because  it  is  very  helpful  to  us. 

Our  next  witness  is  going  to  be  Jenard  Gross,  Chairman  and 
Chief  Executive  Officer,  United  Savings  Association  of  Texas,  in 
Houston,  TX. 
We  will  put  your  entire  statement  in  the  record,  and  you  may 
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STATEMENT  OF  JENARD  M.  GROSS,  CHAIRMAN  AND  CHIEF  EXEC- 
UTIVE OFFICE  OF  UNITED  SAVINGS  ASSOCIATION  OF  TEXAS, 
HOUSTON,  TX 

Mr.  Gross.  Good  morning,  Mr.  Chfiirman,  honorable  Members  of 
the  subcommittee. 

My  name  is  Jenard  Gross,  Chairman  of  the  Board  and  President 
of  the  United  Savings  Association  of  Texas,  the  largest  S&L  in 
Texas,  with  assets  of  $6.5  billion. 

I  grew  up  in  Nashville,  TN  and  have  lived  my  adult  life  in  Hous- 
ton, and  I  realize  that  these  testimonies  and  hearings  are  old  hat  to 
you.  On  the  other  hand,  I  couldn't  help  thinking  as  we  were 
coming  in  last  night  what  a  thrill  it  is  to  come  into  Washington, 
DC.  and  to  see  the  Washington  Monument,  the  Jefferson  Monu- 
ment, the  Capitol  Dome  lit  up,  and  the  Lincoln  Monument. 

You  know,  you  get  really  a  feeling  of  warmth,  such  as  you  prob- 
ably only  get  from  your  association  with  your  family,  when  you  see 
the  great  historic  institutions  in  our  country,  and  I  couldn't  help 
but  &ink  of  the  TV  progrEim,  Amerika,  which  was  on  a  few  weeks 
ago,  and  as  I  sit  here  this  morning  a  little  bit  nervous,  while  I  am 
here  to  try  to  offer  suggestions  about  our  industry's  need  for  sur- 
vival and  the  problems  in  our  State,  you  still  hiave  to  stop  and 
think  that  this  is  the  only  place  in  the  world  where  we  could  come 
to  address  our  problems  in  a  free  memner  without  fear  of  reprisal, 
and  it  sort  of  feels  one  with  awe  just  to  think  about  it. 

Getting  back,  I  guess,  to  what  I  am  really  here  for,  I  can  appreci- 
ate it  is  hard  for  you  to  understand  the  problems  of  the  Oil  Patch 
because  the  East  Coast  is  extremely  prosperous  today,  the  West 
Coast  is  extremely  prosperous,  Nashville,  where  I  grew  up,  is 
having  the  boom  of  all  time — we  can't  believe  what  is  goii^  on 
down  there— yet  in  the  Southwestern  part  of  the  United  States  we 
are  suffering  from  a  depression,  the  likes  of  which  has  not  been 
seen  in  the  last  50  years. 

Oil  has  dropped  from  $40  to  the  current  $16  a  barrel  in  the  last  S 
years.  Corn,  soybeans,  cotton,  wheat  are  all  less  than  half  the  price 
they  were  a  few  years  ago. 

Unemployment  in  Houston  is  over  10  percent;  whereas,  5  years 
ago  it  was  the  lowest  of  any  miyor  city  in  the  country.  Oil  field 
equipment  manufacturing  employment  is  off  some  80  percent  in 
the  Houston  area. 

Houston  home  foreclosures  were  16,000  in  1984.  There  were 
25,000  in  1986  and  3000  in  January  of  this  year.  United  alone  has 
been  foreclosing  houses  at  the  rate  of  over  100  a  month. 

I  did  a  check  to  see  the  age  of  these  houses  recently.  In  the 
month  of  July,  35  percent  of  the  houses  that  we  foreclosed  were 
loans  that  were  made  back  in  the  1970&.  They  weren't  loans  that 
were  made  in  the  last  2  or  3  years. 

Our  real  estate  values  in  Houston  are  off  some  38  percent  over 
the  last  3  or  4  years. 

I  had  a  situation  the  other  day  where  a  lady  walked  into  one  of 
our  offices.  She  was  nicely  dressed.  She  got  out  of  the  car.  She 
came  in.  She  walked  up  to  someone  in  our  office  and  said: 

Here  are  the  keys  to  ray  house.  My  husband  lost  his  job  here 
about  4  months  ago.  We  have  been  trying  to  sell  it  unsuccessful. 
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My  husband  got  a  job  in  Birmingham  a  couple  of  weeks  ago.  The 
loan  is  current.  The  house  is  clean.  Here  are  the  keys.  I  am  sorry. 
Goodbye. 

And  we  went  out.  Of  course,  the  house  was  in  perfect  shape.  The 
loan  was  current,  and  we  will  probfd>ly  incur  a  significant  lose  in 
selling  that  house  because  it  is  worth  less  today  than  it  was  at  the 
time  it  was  built. 

We  have  got  situations  where  we  have  got  subdivisions,  where  we 
have  hundred  thousand  dollar  houses  that  were  built 

Chairman  St  Germain.  Let  me  ask  you  something.  Those  people 
owe  you  the  difference  between  what  you  sell  the  house  for  and 
that  which  they  owe,  correct? 

Mr.  Gboss.  Yea. 

Chairman  St  Germain.  I  am  just  curious  here.  Would  you  then 
pursue  that  course  of  action? 

Mr.  Gross.  It  is  hard  to  pursue  that  course  of  action.  In  most 
cases  it  is  Eui  example — let's  say  that  these  people  had  moved  to 
Birmingham,  AL.  You  have  got  to  try  to  pursue  tne  cause  of  action 
in  Birmingham.  You  have  got  to  establish  the  value. 

We  do  now,  because  of  the  mortgage  inBurtince  companies,  try  to 
establish  a  loss  value,  but  the  chances  of  recovery  are  extremely 
remote.  I  would  say,  having  served  on  a  hank  board  in  years  gone 
by,  I  can  see  a  situation  where  when  people  want  to  clear  Uieir 
credit  up  in  years  to  come  they  might  come  back  and  start  making 
payments  to  recover  a  loan,  but  they  might  be  5  and  10  years  later. 

It  is  not  a  matter  of  our  losing  $15,000  on  a  house  and  somebody 
saving,  well,  here  is  a  check  for  it.  It  becomes  a  very  extended  situ- 
ation. 

What  we  are  faced  with  at  this  point  is  a  situation  where  we 
have  ^t  $100,000  houses  that  get  sold  for  $70,000.  Then  when  the 
appraisers  go  out  and  fmd  the  $70,000  house,  now  all  the  houses  in 
that  subdivision  based  on  those  recent  sales  are  now  $70,000 
houses.  If  someone  else  in  that  subdivision  tries  to  sell  his  house 
for  80,  he  can't  get  a  loan  because  by  r^ulation  we  can  only  lend 
90  percent  of  that  appraised  value. 

So  that  has  now  established  a  new  level  of  price  in  that  subdivi- 
sion. It  is  a  $70,000  veilue.  If  it  brefiks  to  65,  then  the  same  apprais- 
al process  goes  through.  So  the  very  appraisal  helps  drive  down  the 
potential  for  recovery  in  that  subdivision. 

What  we  basically  need  at  this  point  in  time  is  time  to  work  out 
our  problems.  Real  estate  is  not  an  item  which  is  a  liquid  asset 
which  is  priced  on  a  day-to-day  basis.  It  is  a  long-term  asset.  Just 
as  real  estate  is  depressed  in  the  Southwest  today,  it  weis  depressed 
in  Boston  10  or  15  years  eigo.  It  was  depressed  in  New  York  10 
years  eigo.  It  was  depressed  in  Detroit  5  years  ago. 

Those  markets  have  all  recovered,  £ind  we,  too,  will  recover.  Oil 
will  come  back,  agriculture  will  come  back,  the  word  will  get  good 
again,  people  mil  flow  into  Houston  and  Texas  ageun. 

TTie  mam  thing  we  need  is  a  timeframe  in  which  to  have  an  op- 
portunity to  let  these  real  estate  assets  recover  their  value. 

ITie  items  which  were  outlined  by  the  previous  8[>eaker  are  very 
similar  to  the  items  that  we  would  endorse. 

We  certainly  endorse  F^LIC  recapitalization.  We  feel  the  need 
for  a  period  of  time  to  spread  out  these  losses  that  we  are  taking. 
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He  suggested  10  years.  I  know  that  farm  banks  are  using  a  20-year 
span,  which  I  would  find  more  beneficieil. 

But  we  need  legislative  assistance  eis  opposed  to  regulatory  be- 
cause the  legislative  will  carve  it  in  granite,  whereas  the  other  is 
subject  to  frequent  change.  We  feel  that  a  good  institution  needs 
the  same  forbearance  as  a  bad  institution.  The  mere  fact  that  we 
have  more  than  3  percent  net  worth  doesn't  mean  that  we  should 
become  a  sick  institution  by  continually  writing  down  and  eroding 
our  assets. 

On  the  other  hand,  it  accomplishes  nothing  to  bail  out  the  insti- 
tution with  a  half  percent  net  worth  and  bring  us  down  to  where 
we  then  have  a  half  percent  net  worth. 

So  just  as  the  healthy  banks  don't  write  down  the  LDC  loans,  we 
don't  think  that  the  healthy  S&Ls  should  write  down  the  losses  in 
real  estate  instantaneously  and  make  themselves  sick. 

We  think  that  the  appraisal  process  needs  to  be  changed.  We  feel 
it  is  much  too  stringent.  We  looked  at  eui  appraisal  the  other  day. 
The  same  appraiser  looked  at  an  apartment  project  in  1981  and 
said  rents  were  going  to  go  up  10  percent  a  year,  and  he  based  his 
appraisal  on  that,  and  they  didn't  go  up.  His  new  appraisal  is  about 
60  percent  of  his  original  appraisal,  and  now  he  says  rents  are 
going  to  be  flat  for  the  next  3  years. 

Chairman  St  Geemain.  Is  that  the  same  appraiser? 

Mr.  Gross.  Yes,  sir. 

Chairman  St  Germain.  Did  he  reimburse  you  for  that  initieil  re- 
appraisal? [Laughter.] 

Mr.  Gross.  We  would  love  to  file  suit,  but  we  haven't  gotten  up 
the  nerve  to  yet.  And  this  is  the  type  of  thing  that  we  run  into. 

The  appraisers  today — we  looked  at  one,  and  he  is  using  a  14.5 
percent  return  on  equity,  and  nobody  is  getting  14.5  percent  return 
on  real  estate  equity.  He  is  using  11.5  percent  return  on  debt. 
Today  you  can  create  debt  on  real  estate  and  9.5  and  10  percent.  So 
his  figures  come  out  unrealistically  low,  and  then  our  auditors 
come  in  and  say  his  appraisal  isn't  good  enough;  it  is  not  stringent 
enough  and  it  should  even  be  worse  than  that. 

Basically,  we  need  some  help  on  our  net  worth  to  get  us  through 
this  period  of  time.  We  need  the  appraisal  situation  examined 
E^ain.  We  need  the  moratorium,  the  forbearance  and,  given  10 
years,  we'll  all  look  back  on  this  and  say:  This  was  a  great  dying 
opportunity  in  Houston  and  the  Southwest.  But,  in  the  meantime, 
we've  got  to  get  from  here  to  there  and  remfiin  healthy  and  viable, 
and  we  hope  you  will  enable  us  to  do  that. 

[The  prepared  statement  of  Mr.  Gross  can  be  found  in  the  appen- 
dix.] 

Cheiirman  St  Germain.  Thank  you,  Mr.  Gross. 

Now,  we'll  hear  from  Mr.  W.  Drew  Darby,  who  is  an  attorney  for 
a  group  of  West  Texas  lenders;  accompanied  by  Thomas  Sullivan, 
Jr.,  who  is  Chairman  of  the  Board  of  Tristar  Capital  Corp.,  of 
Dallas,  TX. 

Mr.  Darby,  we'll  put  your  entire  statement  in  the  record.  You 
may  proceed. 
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STATEMENT  OF  W.  DREW  DARBY,  DALLAS,  TX,  ATTORNEY,  WEST 
TEXAS  LENDERS;  ACCOMPANIED  BY  THOMAS  J.  SULLIVAN,  JR., 
CHAIRMAN  OF  THE  BOARD,  TRISTAR  CAPITAL  CORP.,  DALLAS, 
TX 

Mr.  Dakby.  Thank  you,  Mr.  Chairmfin.  My  name  is  Drew  Darby. 
I'm  a  practicing  attorney  with  offices  in  San  Angelo  and  Dallas, 
TX.  Because  one  of  my  omces  is  located  in  the  heart  of  Em  oil  patch 
and  the  other  ofTice  is  located  in  the  combat  zone,  which  is  com- 
monly known  as  Dallas,  my  clients  and  I  have  been  in  the  trenches 
trying  to  survive  these  extraordinary  times. 

I'm  painfully  aware  that  PSLIC  must  be  recapitalized,  and  House 
Bill  27  provides  the  mechanics  for  accomplishing  this  necessary 
gotil. 

However,  coupled  with  said  recapitalization,  there  must  be  a 
framework  established  which  will  permit  necessary  and  reasonable 
regulatory  control  to  co-exist  with  sound,  well-managed  thrift  insti- 
tutions. 

I  am  convinced  that  the  thrift  forbearance  and  supervisory 
format  being  offered  as  an  addition  to  H.R.  27  is  a  major  step  in 
the  right  direction. 

But,  even  this  farsighted  pie<%  of  legislation  has  not  gone  far 
enough  in  several  areaa.  Section  22(A)  allows  the  board  to  establish 
its  own  review  £md  appeal  procedure,  including  the  appointment  by 
the  PSA  of  a  panel  of  independent  operators. 

I  submit  to  you  that  this  provision  is  deadly  similar  to  letting  Dr. 
Jekyll  appoint  Mr.  Hyde.  In  our  jurisprudence  system,  you  do  not 
let  the  accused  select  his  own  jury. 

One  of  the  major  complaints  which  my  clients  have  of  the 
present  regulatory  system  is  that  they  are  frustrated  by  the  leick  of 
a  single,  individual  group  which  they  can  report  to  and  from  which 
they  can  expect  a  reasonable  and  timely  answer  to  their  problems. 

Second,  the^  feel  that  the  system  is  ruled  through  intimidation 
and  affords  them  no  real  venue  for  appeal  or  review  of  the  deci- 
sions which  have  robbed  them  of  all  normal  due  process. 

Chairman  St  Germain.  Mr.  Darby,  that  type  of  statement  really 
scares  me.  When  I  hear  a  statement  like  that,  I  become  frightened 
beK»use  the  r^ulator  is  not  supposed  to  use  intimidation. 

Now,  you  have  made  the  statement.  Now  I  ask  you,  as  the  old 
adage  goes  in  New  England,  "Put  your  money  up  there  where  your 
mouth  is."  Tell  us.  Tell  me  about  the  intimidation.  When  did  it 
occur?  By  whom?  And  against  whom? 

Mr.  Dakby.  Mr.  Chairman,  it's  in  my  prepared  text. 

Chairman  St  Germain.  Tell  me  about  it  now. 

Mr.  Darby.  One  such  institution  asked  me  to  appear  before  the 
Federal  Home  Loan  Bank  in  Dallas.  They  had  been  notified  of  the 
precarious  financial  position,  so  they  asked  that  I  accompany  them 
to  the  Dallas  Board. 

Chairman  St  Germain.  Which  institution  was  that? 

Mr.  Daeby.  The  San  Angelo  Savings  Association. 

We  retained  a  Wtishington  attorney  to  help  us  with  that  process. 

Chairman  St  Germain.  Are  you  at  liberty  to  tell  us  who  that  at- 
torney is  or  was? 
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Mr.  Dauby.  I  believe  her  name  is  Ms.  Jones,  with  a  law  firm  here 
in  Washington. 

Chairman  St  Germain.  Which  firm? 

Mr.  Darby.  I  don't  recall  at  this  time.  We  appeared  before  the 
principal  supervisory  £^ent. 

Chairman  St  Germain.  Who  was? 

Mr.  Darby.  William  Churchill.  And  we  proceeded  with  opening 
statements.  We  presented  our  plan  for  the  institution's  recapital- 
ization and  the  Washington  attorney  was  interrupted  by  the  super- 
visory agent  with  the  comment  that,  as  he  slammed  his  glasses 
down,  he  really  didn't  care  what  the  institution's  plans  were,  that 
he  had  his  own  designs  for  the  institution.  And  this  is  what  we 
were  going  to  do. 

And  I  was  accompanied  by  the  board  of  directors  of  the  institu- 
tion, none  of  whom  had  ownership  in  the  institution.  And  they 
were  afraid,  fr^htened  and  frustrated  because  they  knew  that  the 
judge  and  the  jury  and  the  Supreme  Court  hfid  just  rendered  a 
final  and  nonappealable  verdict.  And  that  frustrated  them,  Mr. 
Chairman. 

ChairmEin  St  Germain.  We  will  discuss  that  a  little  further  in 
the  question  and  answer  period.  You  may  proceed  with  your  state- 
ment. 

Mr.  Darby.  About  a  year  e^o,  countless  teams  of  Federal  audi- 
tors descended  across  the  mid-west  to  ascertain  the  financial  condi- 
tion of  all  the  thrift  institutions.  Because  of  the  size  and  extent  rf 
the  perceived  problem,  these  teams  were  largely  composed  of  young 
and  inexperienced  people,  who  were,  for  the  most  part,  not  from 
that  region  to  which  they  were  assigned. 

Right  or  wrong,  the  Texas  thrift  industry  believes  that  the  exam- 
iners marching  orders  were  to  ride  into  town,  shoot  the  bad  guys, 
depress  values  and  hold  the  bank  up  untU  the  town's  people  would 
allow  out  of  State  banking. 

That  is  precisely  what  has  happened,  Mr.  Chairman,  although  I 
have  no  complaints  about  the  expulsion  of  any  outlaws  from  the 
thrift  industry. 

However,  monstrous  decisions  were  made  which  resulted  in  the 
immediate  reclassification  of  loans,  which  in  turn  created  many  in- 
solvent institutions. 

Referring  to  the  meeting  that  we  had  with  the  supervisory  agent, 
we  believe  that  there  v/as  no  due  process  or  guidance  in  that  aeax- 
ing,  only  the  booming  voice  of  a  regulatory  ofilcia]  that  had  no  re- 
viewing authority. 

Indeed,  a  Dallas  U.S.  District  Judge  only  last  Thursday  ruled 
that  the  courts  may  only  judge  whether  or  not  the  Bank  Board  em- 
ployed arbitrary  and  capricious  standards  in  closing  out  a  thrift. 

Absent  statutory  constraints,  the  regulators  answer  to  no  one,  in- 
cluding the  courts,  in  determining  the  life  or  death  of  these  institu- 
tions. The  impact  is  that  you'd  better  go  along  with  the  regulators, 
regardless  of  the  consequences. 

Even  though  that  meeting  between  the  institution  and  the  PSA 
took  place  nearly  9  months  ago,  the  institution  has  not  to  this  day 
received  their  final  audit  report.  The  institution's  hoard  of  direc- 
tors are  operating  in  a  vacuum,  not  knowing  which  direction  the 
regulatory  winds  may  blow. 
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They  are  afraid  to  stay  on  the  board  for  the  fear  of  being  sued  if 
the  institution  is  closed.  On  the  other  hand,  they're  afraid  to  resign 
because  of  the  fear  that  the  PSA  will  replace  them  with  a  less  in- 
terested  board,  whose  decisions  will  exeicer^te  the  situation,  there- 
by creating  more  losses,  which  may  also  result  in  a  lawsuit  against 
the  former  board. 

Even  though  a  State  Bankiiu  Commission  representative  is 
present  at  all  meetings,  no  final  decisions  can  be  made  on  the  sale 
of  institution  property  or  workouts  on  existing  loans  witJiout  Bank 
Board  approval. 

For  example,  this  particular  institution  has  property  that  it  is 
trying  to  sell  emd  hfis,  in  fact,  received  em  offer  for  a  cash  sale 
which  was  at  least  three  times  the  institution's  cost  in  that  project. 

The  board  of  directors  and  the  State  supervisory  representative 
wanted  to  sell  the  property  but  were  afraid  to  do  so  without  Feder- 
al approval,  because  of  the  fear  that  they  were  not  selling  the  prop- 
erty for  enough  money. 

The  request  for  sale  remained  unanswered  for  months  while  the 
institution  lost  a  golden  opportunity  to  improve  its  financiELl  condi- 
tion. 

One  of  the  questions  that  I  have  is; 

Where  there  is  evidence  of  aoimd  management  in  the  institution, 
why  tremsfer  the  crucial  decision-making  process  from  a  group  who 
is  intimately  familiar  with  a  project  to  a  typically  inexperienced, 
overworked  and  lai^ely  disinterested  individual? 

This  type  of  supervision  simply  does  not  work.  A  capital  forbear- 
ance policy  must  be  established  which  permits  the  institutions 
which  have  a  weakened  capital  position  as  a  result  of  a  general 
economic  decline  to  control  the  decision-making  process  in  those 
matters  which  substantially  affect  them,  their  community  and 
their  property  rights. 

In  addition,  the  review  board  which  is  to  be  established  under  22- 
A  is  a  necessary  and  vital  ingredient  for  any  hope  of  due  process  in 
this  system. 

When  considering  this  particular  provision,  please  keep  in  mind 
the  following. 

One,  the  composition  of  the  panel.  For  example,  nonrelated  thrift 
industry  personnel,  supervisory  agents  and  perhaps  congressional 
representatives  from  the  House  Select  Committee  for  that  District 
to  the  independence  of  the  panel. 

For  example,  the  panel  could  be  appointed  by  Congress  to  each 
Federal  Home  Loan  Bank  district. 

And,  three,  the  finality  of  their  decision.  For  example,  the  Feder- 
al Home  Loan  Bank  president  is  urged  except  in  extreme  circum- 
stances to  take  the  recommendation  of  the  panel. 

Ladies  and  gentlemen,  while  most  of  what  you  have  heard  in  the 
last  several  days  has  been  fairly  dismal,  I'm  also  here  to  report  to 
you  that  the  situation  has  improved. 

I  recently  had  one  thrift  officer  report  to  me  that  6  months  tigo, 
90  peroent  of  all  requested  workouts  were  denied.  Today,  that 
f^re  is  90  percent  of  all  requested  workouts  are  approved. 

As  long  as  the  Congress  of  the  United  States  controls  the  purse 
strings  and  those  strings  demand  fair  play,  due  process  and  ac- 
countability, then  there  is  hope  for  recovery  of  the  thrift  industry. 
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My  statement  has  been  written  from  the  perspective  of  a  lawyer 
on  behalf  of  his  victimized  client.  Because  of  recent  events,  my  per- 
spective has  changed  to  that  of  the  victim. 

After  receiving  an  invitation  to  appear  before  you,  I  was  notified 
that  a  team  of  Bank  Board  investigators  had  been  sent  to  one  of 
my  lenders  to  examine  my  personeil  and  business  relationship  with 
them. 

Is  this  only  coincidence?  Are  these  actions  an  example  of  proper 
regulatory  control?  Is  this  Orwell's  Big  Brother  mentality? 

Chairman  St  Germain  is  correct  when  he  states  that  we  must 
ensure  and  preserve  regulatory  independence,  but  at  what  price? 

Do  we  sacrifice  the  right  of  free  speech  or  that  of  due  process? 

The  primary  issue  for  you  folks  today  is  the  Bupervisory  process 
itself  and  how  it  deals  with  these  institutions.  You  must  make  it 
more  senBitive  and  responsive  to  the  needs  of  the  industry. 

It  must  be  held  to  some  level  of  accountability  for  its  actions  by 
the  Congress  or  the  courts. 

This  concludes  my  prepared  statement.  I  welcome  any  questions. 

[The  prepared  statement  of  Mr.  Darby  can  be  found  in  the  ap- 
pendix.] 

Chairman  St  Germain.  Thank  you. 

Mr.  Sullivan,  I  understand  you  as  well  have  a  statement.  Have 
you  submitted  one  for  the  record?  All  right,  we'll  recognize  you  at 
this  time. 

STATEMENT  OF  THOMAS  J.  SULLIVAN,  JR.,  CHAIRMAN  OF  THE 
BOARD,  TRISTAR  CAPITAL  CORP..  DALLAS,  TX 

Mr.  Sullivan.  Mr.  Chairman,  Members  of  the  Subcommittee,  my 
name  is  Thomas  Sullivan.  I  presently  reside  in  Dallas,  TX  and  I  am 
President  of  a  real  estate  development  and  mortgage  brokerage 
firm.  My  financial  background  covers  a  wide  area  of  real  estate,  oH 
and  gas  and  lending  relationships. 

I  have  in  the  past  2  years  been  involved  in  the  Eicquisition  and 
sale  of  over  $100  million  of  real  estate  within  the  State  of  Texas, 
predominantly  in  the  Dallas/ Fort  Worth  Metroplex  area. 

I  have  also  worked  closely  with  various  savings  and  loans  tmd 
commercial  banks  in  a  mortgage  brokerage  capacity  and  in  mar- 
keting  lender-owned  repcsse^ed  properties. 

The  adverse  economic  conditions  caused  by  the  collapse  of  the  oil 
industry  have  been  headlined  throughout  the  country. 

However,  the  upheavels  felt  in  the  energy-producing  States  may 
only  be  the  beginning  of  a  much  more  serious  problems.  That  is, 
the  impending  collapse  of  the  real  estate  and  thrift  industries  in 
those  States  where  the  lending  institutions  under  the  heavy  r^ula- 
tory  hand  of  the  Federal  Home  Loan  Bank. 

I  have  condensed  many  hours  discussions  I've  had  with  lenders 
and  clients  into  four  leading  observations  and  suggestions  for  the 
committee's  consideration. 

Number  one,  is  thrift  control  to  allow  for  real  estate  profession- 
fils?  As  in  any  business,  the  best  person  for  the  job  is  the  person 
with  experience  and  knowledge  in  the  areas  defined  by  the  job  de- 
scription. 
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It's  ludicrous  to  assume  that  a  lawjyer  should  not  be  permitted  to 
be  a  congressman  because  his  knowledge  and  ability  to  manuever 
inside  the  legal  system  would  make  it  dangerous  for  him  or  her  to 
perform  in  a  law-making  and  regulatory  body. 

I  believe  it's  equally  ludicrous  to  assume  that  a  competent  emd 
knowledgeable  person  that  makes  his  livelihood  primarily  from 
real  estate-related  activities,  even  as  a  developer,  would  not  make 
em  excellent  person  to  own  and  oi>erate  a  thrift. 

In  the  past  as  well  as  in  the  present,  this  classification  of  a  con- 
trol owner  has  typically  been  denied  approval  by  the  Bank  Board. 
The  denial  seems  to  be  linked  to  the  scenario  of  the  fox  in  the  hen- 
house in  order  to  prevent  self-dealing  and  conflicts  of  interest. 

This  denial  implies  that  all  people  with  their  primary  source  of 
income  derived  from  real  estate  would  become  entangled  in  illegal 
self-dealing. 

The  competent  real  estate  developer  is  experienced  in  fields  of 
asset  evaluation,  marketing,  construction,  management  and  financ- 
ing, which  experience  is  indispeosible  as  it  relates  to  the  manage- 
ment of  a  thrift. 

Second,  is  forbearance  in  foreclosures  of  real  estate  loans  with 
achievable  equities.  As  demonstrated  in  the  past,  some  of  the  lai^- 
est  losses  in  loan  collateral  values  have  occurred  after  foreclosure. 
Many  properties  that  are  without  hope  of  recovery  or  are  in  the 
hands  of  incompetent  or  unscrupulous  owners  should  be  foreclosed 
and  managed  by  the  receiving  institutions  or,  in  many  cases,  1^ 
FADA. 

The  bulk  of  the  foreclosures,  however,  or  those  that  are  candi- 
dates for  foreclosure  are  in  that  condition  because  the  debtor  has 
become  unable  to  service  the  loan  aa  agreed  in  the  original  loan 
document. 

Presently,  it  is  very  difficult  to  even  negotiate  the  renewal  of  a 
loan  that  is  in  a  past  due  status.  Because  of  these  difficulties, 
posted  foreclosures  are  amounting  to  over  a  billion  dollars  a  month 
m  Dallas  and  Tarrant  Counties  alone. 

After  foreclosure,  the  properties  are  being  returned  to  the 
market  at  wholesale  prices,  wnich  action  is  further  pushing  down 
the  value  of  real  estate. 

In  the  case  of  real  estate,  with  achievable  equities  as  demonstrat- 
ed by  either  current  appraisal  or  past  market  trends,  that  should 
reoccur  with  absorption  and  the  availability  of  mortage  money, 
the  existing  property  owners  are  typically  tne  most  qualified  and 
interested  people  to  manage  and  market  what  they  have  their  fi- 
nancial reputation  invested  in. 

I  recommend  that  the  lender's  forbearance  be  allowed  to  provide 
for  the  accruing  of  interest  on  a  mortgage  during  a  specified  period 
if  the  debtor  demonstrates  the  willingness  and  capability  to  proper- 
ly manage  and  market  the  asset. 

I  believe  the  ultimate  cost  to  the  saviiif^  and  loans  and  the 
FSLIC  funds  will  prove  far  less  than  adding  the  personnel  and  re- 
lated overhead  to  manage  and  market  these  properties. 

"Third  is  a  discussion  on  the  Asset  Acquisition  Corp. 

I  believe  the  formation  of  an  Asset  Acquisition  Corp.  as  a  subsidi- 
ary of  FADA,  to  be  funded  either  by  private  sources  or  froir 
Federal  Home  Loan  Bank  System,  would  provide  a  much  i 
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entity  to  purchase  foreclosed  properties.  It  is  proposed  that  this 
entity  could  acquire  foreclosed  assets  from  troubled  institutions, 
thus  relieving  them  of  the  burden  of  holding  and  maintaining  the 
assets.  However,  this  entity  coutd  also  be  used  as  an  outlet  for 
property  sales  in  lieu  of  granting  forbearance  to  deserving  owners. 

The  Asset  Acquisition  Corp.  would  stand  to  profit  from  the  pur- 
chase of  undervalued  foreclosed  properties  in  lieu  of  the  owner  and 
would  be  a  formidable  competitor  in  the  marketplace.  As  a  shield 
against  this  possibility,  I  believe  this  entity  should  not  be  allowed 
to  purchase  properties  from  thrifts.  Only  upon  liquidation  of  the 
thrift  should  the  assets  be  conveyed  to  FADA  for  its  offering  to  the 
public. 

A  minimum  bid  price  should  be  established  by  FADA  for  a  public 
offering,  and  only  upon  not  achieving  its  price  should  the  assets  be 
sold  to  the  Asset  Acquisition  Corp.  at  the  minimum  bid  value.  The 
corporation  will  provide  for  the  purchase  and  ultimate  resale  of 
assets,  with  any  profits  to  be  distributed  to  the  corporation's  inves- 
tors, with  perhaps  a  percentage  to  apply  to  the  cost  of  the  request- 
ed FSLIC  funding. 

Last,  the  creation  of  a  healthy  real  estate  industry.  I  believe  that 
is  the  crux  of  the  problem  today,  is  the  unhealthiness  of  the  real 
estate  industry, 

A  Treasury  quotation  taken  from  the  U.S.  League's  response  to 
Treasury  Department  criticisms  of  the  savings  institution  self-help 
program  for  funding  the  FSLIC  is,  and  I  quote: 

"The  only  reason  FSLIC  has  any  reserves  is  because  it  has  put 
hundreds  of  insolvent  savings  and  loans  with  over  $100  billion  of 
assets  on  ice." 

This  statement  by  the  Treasury  demonstrates  that  available  fi- 
nancing has,  except  for  single  family  residences,  been  almost  irra- 
dicated  in  troubled  areas  such  as  Texeis,  and  this  restriction  rf 
credit  is  precisely  the  reason  why  there  is  an  impending  financial 
collapse  of  the  real  estate  and  thrift  industries  in  those  areas 
where  the  institutions  have  been  put  on  ice. 

The  ingredients  of  a  healthy  real  estate  industry  are  threefold. 
We  need  product,  buyers,  and  available  financing. 

Without  product  and  with  buyers  and  financing,  the  value  for 
product  will  increase.  Without  buyers  and  with  product  tmd  financ- 
ing, the  value  for  product  will  decrease.  However,  without  financ- 
ing and  with  all  the  product  and  buyers  you  need,  the  value  for 
product  will  decrease  and  continue  to  decrease  as  more  product  be- 
comes available  due  to  foreclosures. 

By  virtue  of  putting  on  ice  hundreds  of  savings  and  loans  which 
control  $100  billion  of  assets,  the  financing  available  to  investors  to 
acquire  real  estate  has  been  removed,  which  has  further  accelei^ 
ated  the  demise  of  the  thrift  industry  and  the  FSLIC  insurance 
fund.  Until  the  money  supply  is  returned  to  the  marketplace,  the 
value  of  real  estate  will  continue  to  tumble  to  the  point  where 
prices  are  much  lower  than  the  utility  value  of  the  product,  such  as 
one  purchasing  a  retail  comer  for  the  economics  of  plemting  a 
garden. 

Unless  the  money  supply  is  returned  to  normal,  the  best  invest- 
ment  possible  would  be  short  real  estate  in  the  State  of  Texas 
along  with  S&L  tmnk  stocks. 
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To  restrict  or  overrc^fulate  certain  clasBifications  of  loans  is  to 
remove  that  fmancing  from  the  market. 

To  restrict  raw  land  loans  is  to  remove  the  first  step  in  the  re- 
sultant development  of  any  type  of  end-use,  including  smgle  family 
residences. 

Areas  of  Texas  that  have  been  experiencing  a  long  term  steady 
growth  in  real  estate  values  are  now  subject  to  wifd,  haphazard 
vfdue  fluctuations  due  to  the  dumping  by  owners  and  lenders  who 
are  unable  to  carry  the  burden  on  the  supply  side  of  refil  estate, 
without  the  existence  of  the  supply  side  of  available  financing. 

However,  I  suggest  that  recapitalization  of  FSLIC  and  forbear- 
ance by  the  r^iuators  will  not  alone  solve  the  impending  collapse 
of  the  real  estate  and  thrill  industries  unless  it  is  coupled  with  the 
renewal  of  available  mortgage  money  for  the  acquisition  of  all 
^rpes  of  real  estate  to  be  controlled  by  the  supply  Eind  dememd 
forces  of  the  marketplace. 

Ladies  and  gentlemen,  I  close  with  the  statement  that  I  did  not 
travel  to  Wfisoington  to  testify  as  a  wealthy  individual,  for  I  am 
not,  or  as  the  President  of  a  nnancially  strong  real  estate  invest- 
ment corporation,  for  it  is  not. 

I  have  personally  experienced  the  financial  disasters  attributed 
to  the  collapse  of  the  energy  industry  as  this  collapse  relates  to  my 
own  oil  exploration  and  servicing  comptmies.  I  have  experienced 
the  auction  sale  of  my  $3  million  drilling  rig  in  perfect  condition, 
which  sold  for  less  than  it  it  had  been  weighed  on  the  junk  yard 
scales  and  sold  for  scrap  iron. 

Also,  I  have  written  off  millions  of  dollars  of  accounts  receivable 
from  similar  companies  and  shut  in  dozens  of  wells  that  are  not 
economical  at  today's  oil  prices. 

I  am  presently  fighting  for  the  financial  survived  of  my  real 
estate  company  £md,  in  doing  so,  have  experienced  most  of  the 
problems  associated  with  the  real  estate  industry  and  the  inability 
to  maintain  the  ownership  of  properties,  even  with  large  current 
amnaised  equities,  in  a  market  witn  very  little  available  credit. 

I  am  witnessing  the  label  of  "crook"  being  placed  on  good  people 
that  made  credit  decisions  in  the  origination  or  funding  of^  loans 
Uiat  by  hindsight  and  fueled  by  a  regulation  strangulation  of  the 
real  estate  industry  are  proving  to  be  less  than  prudent  decisions 
by  today's  standaroB. 

In  the  Dallas  area  alone,  5,282  business  firms  and  individuals 
sought  bankruptcy  protection  in  1986  and  even  thoi^h  this  number 
has  increased  over  55  percent  from  the  1985  bankruptcies,  the  ac- 
counting firm  of  Price  Waterhouse  predicts  that  Dallas'  failures 
will  continue  to  rise  and  not  pefik  until  perhaps  1988,  and  it  is  the 
real  estate  sector  that  the  firm  believes  wUl  continue  to  experience 
a  rising  number  of  failures. 

I  sincerely  believe  that  in  testifying  here  today  and  in  objecting 
to  the  extremely  tight  monetary  controls  of  the  Federal  Home 
Loan  Bank  that  are  exacerbating  the  real  estate  and  thrift  indus- 
tries in  my  area,  that  I  am  risking  retaliation  by  the  very  entity 
that  must  approve  the  forbearances  my  company  may  need  from 
lenders. 

However,  I  also  believe  that  it  is  imperative,  no  matter  the  cost, 
that  this  committee  in  public  hearings  oe  informed  of  the  problems 
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facing  the  real  estate  and  thrift  industries  from  the  perspective  of 
the  very  people  experiencing  these  problems. 

This  concludes  my  statement.  I  will  be  happy  to  answer  any  of 
your  questions. 

[The  prepared  statement  of  Mr.  Sullivan  can  be  found  in  the  ap- 
pendix.] 

Chairman  St  Germain.  Thank  you,  Mr.  Sullivan. 

Now,  we  will  hear  from  Mr.  Scott  Hudson  of  Dallas,  TX.  It  says 
here  that  you  have  owned  S&Ls  and  commercieils? 

Mr.  Hudson.  Yes,  sir,  I  have.  I  have  owned  them,  Mr.  Chairman. 

Chairman  St  Germain.  And  you  are  a  former  prosecutor,  and 
there  are  allegations  there  are  prosecutions  going  on  here. 

So  we  will  put  your  statement  in  the  record,  and  you  may  pro- 
ceed. 

STATEMENT  OF  SCOTT  HUDSON,  FORMER  OWNER  OF  SAVINGS 
AND  LOAN  ASSOCIATIONS  AND  COMMERCIAL  BANKS  AND 
FORMER  PROSECUTOR,  DALLAS,  TX 

Mr.  Hudson.  Mr.  Chairman,  and  may  it  please  the  Members  of 
this  committee,  I  have  experience  as  an  owner  of  banks,  as  an 
owner  of  savings  and  loans,  as  a  director,  as  the  executive  of  sever- 
al banks,  several  savings  and  loans,  and  as  the  legal  representative 
of  borrowers  and  lenders,  as  an  investor,  and  as  a  borrower,  and  as 
a  prosecutor. 

I  have  also  had  the  high  honor  of  working  on  investments  for  a 
man  whom  you  knew  by  the  name  of  Sam  Rayburn,  who  worked 
right  here  in  1957,  1958,  1959,  1960. 

Over  a  period  of  the  last  10  years  the  savings  and  loan  industry 
has  gone  through  many  agonizing  and  perplexing  problems.  One 
very  significant  change  has  been  the  der^ulation  of  savii^fs  and 
loans. 

Our  country,  and  particularly  my  State  of  Texas,  hits  been  faced 
with  a  myriad  of  economic  problems  and  dislocations.  One  signifi* 
cant  problem  was  dealing  with  a  cartel  named  OPEC,  over  which 
we  had  very  little,  if  any,  control. 

It  was  this  cartel  that  created  the  unprecedented  inflation,  and 
therefore  the  economic  chaos,  in  almost  every  walk  of  an  ordinary 
citizen's  life.  In  dealing  with  the  economic  dislocations,  our  govern- 
ment created  a  policy  that  envisioned  energy  independence.  That 
policy  created  demands  on  the  financial  system  that  were  unprece- 
dented, and  in  that  regard  made  the  task  of  the  Federal  Home 
Loan  Bank  System  most  diflicult  in  coping  with  the  demands 
placed  upon  it. 

In  my  opinion,  the  Federal  Home  Loan  Bank  System  and  the 
Federal  Savii^s  and  Loan  Insurance  Corporation  as  well  ae  the 
Federal  Reserve  Bank  and  the  Federal  Deposit  Insurance  Corpora- 
tion became  extremely  frustrated  and  began  to  point  their  fingers 
at  management  of  the  various  savings  and  loan  institutions  and 
banks  and  created  an  adversarisil  relationship. 

The  Federeil  Home  Loan  Bank  Board  should  have  closed  ranks 
with  the  various  institutions  to  solve  the  many  problems  which 
were  created,  a  significant  portion  of  which  were  economy  driven 
as  opposed  to  management  driven. 
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Ilie  purpose  of  the  Federal  Reserve  System  and  the  Federal 
Home  Loan  Bank  Board  System  is,  simply  put,  to  expand  credit  in 
a  contracting  marketplace  and  to  constrict  credit  in  an  expanding 
marketplace  while  at  all  times  ensuring  that  public  confidence 
exists  in  financial  institutions,  as  well  as  to  ensure  that  sound  and 
prudent  lending  practices  are  being  followed. 

For  the  reasons  mentioned  above,  predominantly  oil  and  gas  and 
the  deregulation  of  savings  and  loans,  the  State  of  Texas  is  current- 
ly in  a  contracting  marketplace,  and  you  have  heard  that  from 
nearly  everybody  at  the  table. 

The  policies  of  the  Federal  Home  Loan  Bank  Board  have  been 
counteiproductive  in  the  recent  past,  since  they  have  restricted  the 
availability  of  credit.  To  partially  support  this  contention,  it  is  my 
belief  that  all  of  tiie  following  policies  have  been  counterproduc- 
tive, {md  I  list  nine: 

The  position  that  all  financial  institutions  should  immediately 
book  a  reserve  to  reflect  the  current  market  value  of  real  estate 
held  as  collateral.  This  is  in  direct  contravention  to  the  generally 
accepted  accounting  principles. 

The  unwillingness  by  re^lators  to  consider  the  financial  capac- 
ity of  the  borrowers  to  repay  loans.  People  repay  loans.  Property 
does  not  When  was  the  last  time  you  got  a  check  irom  a  house? 

The  unwillingness  by  regulators  to  Eillow  management  to  support 
its  position.  No  check  and  baleuice. 

The  position  regardless  of  market  conditions  that  certain  proper- 
ties must  be  foreclosed  exacerbates  an  already  critical  market  situ- 
ation. 

The  formulation  of  secret  lists  which  prohibit  without  cause  cer- 
tain named  individuals  from  obtaining  credit.  Blacklists  are  being 
used  without  notice  to  the  individual.  Discrimination.  No  check 
and  balance. 

The  inability  to  renew  loans  on  a  basis  that  gives  borrowers  nec- 
essary time  to  repay  loans.  No  consideration  of  economic  circum- 
stances. 

The  threat  by  regulators  that  employees  will  lose  their  jobs.  Ex- 
tortion without  recourse.  No  check  and  balance. 

The  diversification  of  investments  should  be  encouraged,  not  pro- 
hibited by  red  lining.  No  check  and  balance. 

The  threat  that  institutions  will  be  put  into  receivership  ought  to 
be  the  last  resort.  Extreme  remedy  without  due  process.  No  check 
and  balance. 

Without  being  accusatory  of  individuals  who  were  and  are  in- 
volved in  the  r^pjlatory  process,  I  would  point  out  to  you  that  our 
Kovemment  has  operated  best  when  it  operated  with  checks  and 
Oalances  as  the  framers  of  our  Constitution  intended. 

The  framers  of  the  Constitution  understood  the  axiom  that  "ab- 
Wlutopower  corrupts  absolutely,"  however  the  Federal  Home  Loan 
3ank  System,  the  Federal  Savings  and  Loan  Insurance  Corporation 
places  absolute  power  in  the  hands  of  a  few. 

It  is  fine  to  say  that  after  an  association  or  financial  institution 
rias  been  taken  over  by  a  regulatory  agency,  we  will  give  them  re- 
course to  the  courts,  but  the  plain  fact  is  that  the  game  is  over  and 
the  local  community  is  out  in  the  cold. 
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My  recommendation  to  your  committee  in  dealing  with  the  prob- 
lems that  now  exist,  where  frequent  charges  of  arbitrary  and  capri- 
cious action  by  examiners  and  supervisory  personnel  have  been 
made  and  continue  to  be  made,  is  to  provide  for  a  check  and  bal- 
ance in  the  form  of  an  independent  general  counsel  appointed  and 
employed  by  your  committee  in  each  of  the  Federal  Home  Loan 
Bank  Districts. 

Such  an  independent  general  counsel  should  be  given  the  appro- 
priate staff  and  responsibility  to  represent  the  various  Federal 
Home  Loan  Bank  Districts,  but  report  directly  and  only  to  Con- 
gress. 

It  should  be  obvious  that  a  general  counsel  employed  by  the  Fed- 
eral Home  Loan  Bank  Board  and  not  Congress  is  nothing  more 
than  a  hired  gun  who  takes  his  orders  from  the  Board,  its  officers 
and  supervisory  agents,  and  owes  his  job  to  those  employers. 

Therefore,  it  would  be  improbable,  if  not  imp(»sible,  for  the  gen- 
eral counsel  in  each  district,  as  it  is  now  presently  constituted,  to 
ask  the  appropriate  questions,  receive  input  from  local  communi- 
ties, and  advise  with  the  local  Congressional  representatives  as  to 
what  might  be  in  the  best  interest  of  the  local  community. 

Obviously,  Mr.  Chairman,  no  one  would  countenance  a  crook  in 
charge  of  a  Hnancial  institution,  and  where  there  is  strong  evi- 
dence of  wrongdoing  or,  for  that  matter,  any  evidence  of  wrongdo- 
ing is  brought  to  the  general  counsel's  attention,  it  is  clear  in  my 
mind  that  an  immediate  investigation  should  take  place. 

In  proceeding  with  such  an  invest^ation,  it  is  only  It^cal  that 
the  resources  of  the  local  communities  should  be  available  to  the 
general  counsel;  that  is,  local  district  attorneys,  local  United  States 
attorneys,  local  police  agents,  as  well  as  Federal  agencies,  and  if 
the  allegations  of  misconduct  are  credible,  then  obviously  correc- 
tive action  could  and  should  be  taken,  all  of  which  should  be  in  the 
light  of  day. 

The  other  side  of  the  coin  is  that  if  those  eillegations  are  incor- 
rect and  ill-conceived  then  appropriate  actions  should  be  taken 
with  regard  to  the  r^ulatory  agency.  The  latter  is  improbable 
under  the  present  situation  because  of  paycheck  loyalty. 

I  have  read  H.R.  27,  H.R.  1063,  as  well  as  the  various  financial 
plans  put  forward  by  the  United  States  Savings  and  Lotm  League, 
the  Treasury  Department  and  others.  There  are  good  points  in 
each  of  the  plans;  all  present  methods  to  get  the  necessary  capital 
which  is  so  desperately  needed.  The  question  that  is  burning  in  my 
mind  is: 

What  happens  after  you  give  them  the  money?  Will  the  abuses  of 
the  past  continue  in  the  future?  Where  is  the  check  and  balance 
with  r^ard  to  the  regulatory  misconduct,  arbitrary  and  capricious 
behavior  by  the  personnel  of  the  various  regulatory  agencies? 

Perhaps  I  ought  to  address  the  question  of  forbearance;  that  is, 
time  and  patience,  which  is  the  subject  of  legislation  proposed  by 
four  eminent  Members  of  your  committee. 

I  agree  with  the  thrust  of  their  bill  and  the  many  technical  mat- 
ters contained  therein.  However,  it  does  not  address  the  question  of 
how  to  control  the  regulatory  agency  which  seems  to  have  run 
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Confiidering  the  need,  I  cannot  imagine  a  situation  where  a  regu- 
latory agency  would  object  to  a  representative  of  Congress,  a  gener- 
al counsel  appointed  by  the  conunittee  in  each  district,  unless  they 
felt  they  had  something  to  hide  or  that  due  process  and  checks  and 
balances  should  only  be  applicable  to  others. 

And  in  this  regitrd,  Mr.  Chairman,  we  only  have  to  look  at  the 
recent  past  to  understand  this  situation. 

Just  let  me  tell  you,  if  you  had  a  general  counsel  in  the  base- 
ment of  the  White  House,  you  wouldn't  be  in  Irangate. 

Thank  you.  I  will  be  happy  to  answer  your  questions. 

[The  prepared  statement  of  Mr.  Hudson  can  be  found  in  the  ap- 
pendix.] 

Chairman  St  Germain.  Thank  you,  Mr.  Hudson. 

To  introduce  our  next  witness,  I'll  call  upon  a  very  distinguished 
Member  of  both  this  subconunittee  and  the  full  committee,  Mr. 
Roemer,  of  Louisiana. 

Mr.  Roemer.  Thank  you,  Mr.  Chairman. 

Our  next  witness  is  from  Lake  Charles,  Louisiana.  We  have  invit- 
ed him,  part  of  me  says,  to  get  out  of  Texas,  but  I  don't  mean  that. 
There  are  a  lot  of  good  folks  in  Texas,  but  Louisiana  has  had  more 
than  its  fair  share  of  problems,  some  self-imposed,  some  swept  up 
in  the  tides  of  economic  movements. 

But  the  next  witness  is  one  of  the  leaders  in  the  savings  and  loan 
association  in  our  State.  He's  well  thought  of,  Mr.  Chairman,  from 
north  to  south  in  our  State.  I  don't  Eilways  agree  with  him,  but  I 
always  respect  him.  He's  one  of  the  best,  Jim  Fogleman. 

Jim  is  chairman  of  the  board  of  the  Louisiana  Savings  Associa- 
tion, chartered  since  1909,  with  about  half  a  billion  dollars. 

Mr.  Roemer.  Mr.  Fogleman,  before  you  begin,  I've  got  to  say  it's 
a  fact,  you  know,  that  he  doesn't  always  agree  with  you.  But  don't 
feel  badly  about  it.  [Laughter.] 

You're  not  alone. 

We'll  put  your  entire  statement  in  the  record.  You  may  proceed. 

STATEMENT  OF  JIM  FOGLEMAN,  CHAIRMAN  AND  CEO, 
LOUISIANA  SAVINGS  ASSOCIATION,  LAKE  CHARLES,  LA 

Mr.  Fogleman.  The  economy  of  Louisiana  is,  as  was  stated  earli- 
er, certainly  a  disaster  and  it  is  a  disaster  as  a  result  of  the  energy 
problems,  agricultural  problems  and  declines  in  shipping  from  our 
ports. 

All  the  evidence  seems  to  point  towards  further  declines  in  our 
economy.  Our  unemployment  in  Louisiana  at  the  present  time  is 
14.3  percent,  the  worst  than  in  any  of  the  50  States,  and  almost 
twice  the  national  average. 

There  are  102  associations  in  Louisiana  and  the  total  assets  of 
them  £u*e  about  $15.6  billion.  Thirty-eight  of  these  102  lost  money 
during  the  first  three  quarters  of  1986;  the  net  losses  of  all  the  102 
associations  for  the  9-month  period  ran  about  $9  million  a  month. 

Our  customers  are  hurting.  When  our  customers  hurt,  we  hurt. 
The  prospects  for  1987  are  much,  much  worse.  Most  of  these  asso- 
ciations are  well-run  by  competent  managers  and  directed  by  re- 
sponsible boards. 
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The  economic  conditions  simply  make  it  imposEdble  to  operate 
profitably.  In  order  for  these  associations,  many  of  them,  to  survive 
and  continue  to  meet  the  needs  of  their  customers,  they  must  have 
regulatory  forbearance  until  economic  conditions  improve. 

Because  of  my  senior  citizen  status  and  long  years  in  the  busi- 
ness, I  have  received  many  telephone  calls  from  managers  relating 
horror  stories  of  substantial  writedowns  on  assets  aB  a  result  of  our 
41C  appraisals  that  are  required  by  regulations  and  on  propertiee 
acquired  by  foreclc»ures. 

These  appraisal  writedowns  are  in  reality  a  substantial  part  of 
the  losses  previously  referred  to.  As  economic  conditions  improve 
in  Louisiana — and  they  will — the  value  of  these  properties  will  im- 
prove and  we  may  well  find  that  the  losses  need  not  have  been  re- 
corded at  all. 

Unless  capital  reouirements  and  asset  writedowns  are  substan- 
tially relaxed  in  well-managed  institutions,  man^  of  them  will  be 
problems  of  the  FSLIC  long  before  the  economic  recovery  would 
have  made  them  whole. 

In  order  that  the  Federal  Home  Loan  Bank  Board  itself  may  be 
fully  protected  and  directed  in  the  administration  of  its  duties,  I 
urge  your  favorable  consideration  of  the  Bartlett  bill  by  amend- 
ment, or  however  it's  appropriately  done,  to  H.R.  27. 

I  sincerely  believe  that  the  completed  version  of  the  amendment, 
after  it  has  completed  the  legislative  process,  will  largely  explain 
the  concensus  attitude  of  this  Congress  and  will  greatly  assist  the 
Federal  Home  Loan  Bank  Board. 

FSLIC  will  require  substantial  additional  funds  to  deal  with  the 
problem  cases  it  currently  has  and  those  it  will  acquire,  even  with 
forbearance  policies  in  effect. 

It  is  impossible  to  accurately  predict  just  how  much  will  be 
needed,  just  as  it  is  impossible  to  predict  when  the  economy  will 
improve. 

It  is  for  that  reason  that  I  respectfully  urge  the  favorable  consid- 
eration of  the  U.S.  League's  2-year  plan  to  recapitalize  the  FSLIC. 

The  details  have  been  carefully  considered  by  the  members  of 
the  largest  and  most  professional  trade  organization  to  represent 
the  business. 

These  are  the  folks  that  are  paying  the  bills,  these  are  the  folks 
that  will  continue  to  do  so.  Just  to  illustrate  in  a  very  personal 
way,  the  stockholders  in  my  own  company  are  being  assessed  at 
the  rate  of  $1,500  a  day  to  pay  for  problems  we  did  not  create  and 
did  not  have  the  authority  to  prevent. 

We  must  minimize  that  assessment.  I  respectfully  urge  this  sub- 
committee to  approve  the  2-year  recap  plan  of  the  U.S.  League. 

The  approximately  $5  billion  a  year  for  each  of  2  years  that  we, 
the  business,  will  be  making  available  to  the  Federal  Home  Loan 
Bank  Board  must  be  wisely  used.  All  evidence  by  those  that  are 
very  knowledgeable  in  the  area,  including  representatives  of  the 
Treasury,  has  suggested  that  $5  billion  a  year  is  all  that  can  be 
wisely  used  by  the  Federed  Home  Loan  Bank  Board. 

During  the  past  decade,  the  ineffectiveness  and  lack  of  stability 
of  the  leadership  of  the  Federal  Home  Loan  Bank  Board  has  been  a 
significant  part  of  the  cause  of  the  problems  in  the  industry,  both 
in  tailing  to  prepare  for  the  interest  rate  crisis  that  battered  the 
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reserrea  of  the  asBociations  and  in  allowing  the  undesirable  high 
flyers  that  have  cost  us  so  much. 

If  acUustable  rate  mortgages  and  the  greater  operating  powers 
that  were  granted  by  the  Gam-St  Germain  had  been  granted  5 
years  earlier,  then  much  of  the  impact  of  the  interest  rate  crisis 
could  have  been  avoided. 

You,  Mr.  Chairman,  and  the  other  Members  of  Congress  granted 
these  powers  when  the  needs  were  presented  to  you.  Had  those 
needs  been  effectively  presented  to  the  Congress  at  the  same  time 
as  the  cost  of  savings  in  the  form  of  money  market  certiflcatee, 
thus  freed  from  R^  Q  and  allowed  to  follow  the  market  interest 
rates,  then  the  results  of  high  rates  would  have  been  substantially 
reduced  for  the  business. 

If  the  supervision  had  been  more  effective,  the  devastation 
caused  by  thie  high  flyers  could  have  been  greatly  reduced. 

In  at  least  one  instance  which  has  been  widely  discussed  by  the 
people  in  the  business,  individuals  who  had  been  in  control  of  an 
association  had  become  a  problem  case  of  the  FSLIC  were  allowed 
to  have  {mother  charter. 

And  now  that  second  association  is  also  a  problem  of  the  FSLIC. 
Millions  of  dollars  of  losses  will  now  have  to  be  absorbed  by  the 
rest  of  us. 

The  problem  is,  in  my  opinion,  the  structure  of  the  Federal 
Home  Loan  Bank  Board.  The  present  three-person  board  is  simply 
not  large  enough  to  deal  with  what  has  become  an  industry  of 
widely  different  types  of  associations. 

The  lack  of  continuity  caused  by  too  few  Members  serving  for 
terms  that  are  not  long  enough  and  on  a  staggered  term  basis  has 
kept  the  Board  from  providing  a  stable  and  effective  leadership 
that  is  essential. 

The  individuals  who  have  served  on  the  Board  during  this  past 
decade  have  struggled  to  provide  the  needed  leadership.  I  oon't 
know  of  one  of  them,  and  I  think  I've  known  them  all  of  many  in- 
dividuals who  have  served  during  the  past  10  years,  who  haven't 
given  a  good  honest  effort. 

lliey  have  collectively  done  a  pretty  good  job  in  the  face  of  over- 
whelimng  odds. 

I  think  the  magnitude  of  the  responsibility  and  the  odds  they 
have  against  them  have  contributed  to  the  fact  that  they  haven  t 
stayed  on  the  Federal  Home  Loan  Bank  Board  in  many,  many 
cases  for  the  full  term.  They've  served  a  short  period  of  time  and 
the  result  of  that,  the  continuity  has  not  been  preserved. 

The  frequency  of  turnover  has  made  it  dinicult  to  attract  and 
keep  top  staff  members.  At  the  very  time  that  FSLIC  is  having 
more  problems  than  at  any  time  in  its  history,  there  is  no  dirtxUrr. 

The  last  person  who  served  as  the  director  of  FSLIC  was  an  exec- 
utive on  loan  frmn  one  of  the  Federal  Home  Loan  Banks,  and  he 
has  reoenUy  returned  and  gotten  a  nice  promotion  as  the  President 
of  one  of  tiie  Federal  Home  Loan  Banks. 

We,  therefore,  find  ourselves  in  the  unique  positim  of  asking  th« 
CmigresB  to  provide  the  vehicle  for  making  available  SIO  billi/m  of 
fiinm  t^iich  wUl  come  from  us,  our  industry,  to  an  agency  that  has 
no  directiK'. 
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I  believe  the  funds  must  be  made  available,  but  I  believe  that  the 
Federal  Home  Loan  Bank  Board  must  be  restructured  at  the  same 
time. 

I  sincerely  believe  that  a  larger  board,  serving  longer,  staggered 
terms,  is  essential  to  direct  this  industry  through  these  troubled 
times  and  to  minmize  the  cost  and  prevent  the  reoccurrence  of  the 
costly  dilemma  of  today. 

Perhaps  it  should  be  patterned  along  the  lines  of  the  Federal  Re- 
serve Board,  and  perhaps  also  it  should  have  representation  on  a 
rotating  basis  from  the  presidents  of  the  District  Federal  Home 
Loan  Banks. 

I  reBi>ectfully  urge  this  committee  to  consider  such  an  amend- 
ment to  H.R.  27  that  would  create  a  board  of  from  five  to  seven 
members,  serving  terms  on  a  steiggered  basis  of  at  least  5  years. 

Since  funds  for  recapitalization  will  in  part  be  provided  throu^ 
our  own  Federal  Home  Loan  Bank  system,  I  believe  that  the  con- 
siderable talents  of  some  of  the  bank  presidents  should  be  utilized 
by  adding  a  couple  of  them  to  the  Board  on  a  rotating  basis. 

This,  I  believe,  will  be  a  major  step  toward  reestablishing  the 
strength  and  stability  that's  needed  in  our  industry  if  we  are  to 
continue  to  serve  the  home  loan  needs  of  our  country. 

Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Fogleman  cam  be  found  in  the 
appendix.] 

Chmrman  St  Germain.  Thank  you,  Mr.  Fogleman.  Again,  we 
call  on  Mr.  Roemer. 

Mr.  Roemer.  Thank  you,  Mr.  Chairman.  And,  thank's,  Jim,  for 
your  testimony. 

Next,  another  Louisiana  representative  with  the  same  sort  of 
background  as  Mr.  Fogleman.  He  comes  from  the  central  part  of 
the  State,  Lafayette.  He's  president  of  the  Lafayette  Building  Asso- 
ciation, a  Louisiana  savings  and  loan  that  was  mutually  chartered 
in  1900,  with  about  a  quarter  of  a  billion  dollars  in  assets  and  a  net 
worth  of  close  to  7  percent. 

He's  got  a  deep  feeling  about  the  role  of  savings  and  loans  to  pro- 
vide home  ownership  opportunities  to  Louisianians  and  to  Ameri- 
cans. 

I  welcome  Don  Guidry  to  our  Banking  Committee. 

Chairman  St  Germain.  Mr.  Guidry,  we'll  put  your  entire  state- 
ment in  the  record.  You  may  proceed. 

STATEMENT  OF  DON  GUIDRY,  PRESIDENT,  LAFAYETTE 
BUILDING  ASSOCIATION 

Mr.  Guidry.  Mr.  Chairman,  Members  of  the  Committee.  My 
name  is  Don  Guidry.  I  am  President  of  the  Lafayette  Building  As- 
sociation, a  Louisiana  savings  and  loan  mutually  chartered  in  1900 
with  current  assets  of  $236  million,  and  a  net  worth  of  6.8. 

The  saving  and  loan  industry  has  been  my  livelihood  since  1959. 
I've  seen  the  dream  of  home  ownership  through  the  eyes  of  many 
people.  I  have  also  witnesses  the  dream  turn  to  nightmares  for 
many. 
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Sure,  today,  the  FSLIC  and  the  savings  and  loan  industry  has 
great  challenges.  However,  our  consumers  are  the  ones  with  the 
greatest  challenges. 

I  come  before  you  today  with  a  tremendous  sense  of  urgency.  I've 
been  out  of  work  for  6  months.  We've  used  all  our  savings;  we've 
sold  everything  we  could  to  make  our  house  payments. 

But,  I  can't  pay  any  more.  I  can't  refinance.  Our  credit  heis  gone 
bad.  We  can't  sell  our  home.  The  new  appraisal  is  now  $20,000  less 
than  my  loan  balance. 

What  Etre  we  going  to  do? 

These  are  several  remarks  made  by  consumers  today,  consumers 
who  were  never  even  30  days  late  makit^  payments  and  now  are 
losing  their  homes.  And  this  could  be  you  if  you  lived  in  Lafayette, 
LA  today. 

I'm  truly  confident  with  our  government's  ability  to  act.  not 
react,  to  our  present  situation  and  with  our  l^islators  being  sup- 
portive, we  will  maintain  the  stability  of  our  thrift  industry  while 
preserving  public  confidence  in  the  safety  and  soundness  of  our  in- 
stitutions. 

Our  chfdlenges  today  are  the  direct  results  of  legislative  history, 
changes  we  made  to  assure  home  ownership. 

Our  Congress  has  always  been  supportive  in  providing  ways  to 
better  serve  our  communities.  Now,  times  have  chained  and  these 
provisions  for  home  ownership,  while  they  did  work,  must  be  di- 
rected to  the  preservation  of  our  dream. 

Before  addressing  the  issues  at  hand,  let's  understand  briefly 
what  led  us  to  our  challenge.  Regulation  Q.  Our  concern  for  the 
small  saver  led  us  to  the  Bense  of  the  Senate  resolution.  Tax 
exempt  bond  issues.  Restructuring  below  market  loan  portfolios, 
and  when  we're  unhealthy,  we  are  subject  to  further  disease. 

This  is  resulting  in  many  dollars  that  have  been  spent  by  FSLIC 
in  permittir^  new  charters  and  acquisitions  by  people  interested  in 
capitalizing  on  an  eiiling  industry  rather  than  interested  in  provid- 
ing a  service  to  our  communities. 

Additionsil  dollars  were  spent  on  firms  unrelated  to  our  industry 
in  assisting  many  thrift  institutions  to  restructure  loan  portfolios. 
These  firms  gained  profits  for  themselves  at  the  expense  of  FSLIC. 

My  comments  are  directed  with  upmost  urgency  and  in  priority 
form  due  to  deepening  economic  depressions,  not  only  in  Louisiana, 
but  in  v£u^ou8  States. 

This  depression  will  continue  to  spread  to  other  States  if  prior- 
ities are  not  followed. 

First,  we  need  a  forbearance  policy  for  well-managed  institutions 
located  in  economically  depressed  areas  by  our  regulators  and  our 
supervisory  eigencies.  This  will  provide  workout  plans  for  that  re- 
serve allocation  due  to  economic  conditions. 

Second,  classification  of  assets  regulation  adopted  by  the  Federal 
Home  Loan  Bank  Board  in  1986,  must  be  removed  when  property  is 
secured  with  real  estate. 

We  must  appreciate  the  fact  that  depressed  £ireas  are  temporary 
in  nature. 

Third,  new  appraisals  on  property  acquired  through  foreclosure 
or  property  held  over  a  year  must  be  discontinued  as  used  to  af 


Digitized  by  Google 


496 

current  operatit^  profit  and  loss.  These  appraisals  reflect  de- 
preBsed  prices  rather  than  value. 

Fourth,  remove  the  regulatory  capital  requirement  in  areas  eco- 
nomically depressed,  as  it  creates  a  disadvantage  to  consumers  de- 
siring to  bring  deposits  to  the  well-managed  institutions.  Their  de- 
posits will  have  to  earn  rates  less  than  market  or  these  dollars  will 
deteriorate  our  base  in  loss  of  savings  accounts.  Even  the  well-man- 
aged institutions  will  be  encouraged  or  forced  to  take  undue  risks 
to  increase  earnings.  It  is  an  encouragement  of  risk  taking  to  our 
industry  as  opposed  to  soundness. 

Assistance  to  FSLIC  is  necessary  in  the  form  of  the  U.S.  League's 
plan.  The  FSLIC  £ind  the  industry  must  not  be  burdened  with  huge 
debt  services,  especiedly  at  a  time  when  the  amount  of  doll^ 
really  needed  cfinnot  be  determined. 

The  important  point  is  that  something  must  be  done  now  to 
assist  the  industry  in  the  economically  depressed  areas  and  not  to 
provide  FSLIC  with  a  level  of  funds  aB  if  the  whole  country  were 
economically  depressed. 

Our  Congress  is  working  hard  to  bring  these  areas  back  into  pro- 
duction, and  as  this  occurs  the  market  will  provide  many  dollars 
that  will  otherwise  become  part  of  the  debt  so  hi^e  that  the  even- 
tueil  solution  will  be  financed  by  our  public. 

We  must  look  to  a  self-help  plan,  with  strong  commitments  from 
our  Congress,  FSLIC,  our  industry,  and  our  regulators.  Again,  in 
order  of  priority: 

First,  a  temporary  moratorium  must  be  placed  on  the  dumping 
of  assets  in  economically  depressed  areas.  These  actions  penalize 
well-memiiged  institutions,  consumers  have  equity  positions,  and 
the  resources  of  FSLIC. 

Second,  identify  well-managed  institutions. 

Third,  a  finemcing  corporation  as  proposed  in  H.R.  27. 

And,  fourth,  new  charters  should  be  denied  insurance  of  accounts 
for  a  period  of  5  years,  as  this  would  provide  time  for  management 
to  prove  themselves  to  be  a  service  to  the  community. 

Fifth,  assets  of  the  ailing  institutions  that  would  be  acquired 
through  recapitalization  dollars  should  be  held,  not  disposed  of,  and 
used  as  collateral  for  perhaps  the  issuance  of  zero  coupon  bonds 
based  on  the  assets  at  current  apprfiisals.  This  would  be  retired  ia 
5,  10,  15,  and  20  years  as  the  real  estate  market  appreciates.  The 
end  result  would  be  an  infusion  of  capital  to  the  FSLIC  at  the  ex- 
pense of  neither  the  industry  nor  the  consumer. 

Sixth,  an  incentive  provided  to  financial  institutions  through  ad- 
vances at  below  market  rates  up  to  the  loan  values  on  real  estate 
owned  properties  would  permit  institutions  to  retain  these  SEOs 
rather  than  selling  them,  as  this  would  otherwise  create  a  false 
selling  market.  The  funds  acquired  through  the  advances  would  be 
reinvested  perhaps  in  a  designated  asset  to  brii^  a  2  percent 
margin  to  the  institutions,  and  as  the  market  improves  and  proper- 
ties are  disposed  of  the  advances  would  be  retired  and  the  associa- 
tions could  sell  these  designated  assets  and  reinvest  elsewhere. 

I  have  appreciated  the  opportunity  to  testify  before  this  commit- 
tee. I  look  forward  to  positive  action  on  the  part  of  the  committee, 
the  House,  the  Senate,  and  the  Administration  in  addressing  the 
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isBues  affecting  the  induBtry,  FSLIC,  and,  most  important,  the  pres- 
ervation of  our  American  dream,  home  ownership. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Guidry  can  be  found  in  the  ap- 
pendix.] 

Chairman  St  Gerhain.  Thank  you,  Mr.  Guidry,  and,  by  the  way, 
I  enjoyed  listening  to  you,  with  a  nemie  like  St  Germain. 

Mr.  Guidry.  Merci. 

Chairman  St  Germain.  Je  vous  en  prie. 

Now,  we  will  hear  from  Mr.  Donald  Roby,  President  of  the  Farm 
and  Home  Savings  Association  of  Nevada,  MO.  We  will  put  your 
entire  statement  m  the  record,  and  you  may  proceed. 

STATEMENT  OF  DONALD  F.  ROBY,  PRESIDENT  AND  CHIEF  EXEC- 
UTIVE OFFICER,  FARM  &  HOME  SAVINGS  ASSOCIATION, 
NEVADA,  MO 

Mr.  Roby.  Thank  you,  Mr.  Chairmem  emd  Members  of  the  com- 
mittee. 

My  name  is  Donald  F.  Roby.  I  am  president  of  Farm  &  Home 
Savings  Association  of  Nevada,  MO,  and  I  am  here  today  to  present 
my  views  on  H.R.  27,  H.R.  1063,  and  other  matters  relative  to  the 
thrift  industry. 

Farm  &  Home  Saving  Association  is  a  $3.3  billion  State  char- 
tered publicly  held  savings  and  loan  association  headquartered  in 
Nevada,  MO.  The  association  was  founded  in  1893  and  has  76  of- 
fices throughout  Missouri  and  Texas. 

I  joined  Farm  &  Home  late  last  summer,  and  immediately  prior 
to  that  I  was  President  of  the  Federsil  Home  Loan  Bank  of  Des 
Moines.  I  was  a  member  of  the  U.S.  League's  FSLIC  Task  Force 
and  served  on  the  Subcommittee  on  Regional  Problems. 

All  of  us  in  the  savings  and  loan  business  appreciate  the  time 
and  effort  being  expended  on  the  matter  on  recapitalizing  the 
FSLIC  and  on  the  many  facets  of  the  problems  attendant  thereto. 

My  own  view,  and  I  am  confident  the  view  of  the  large  m^ority 
of  the  people  in  the  industry,  is  that  the  restoration  of  fiscsil  integ- 
rity of  the  FSLIC  is  paramount.  The  plan  presented  in  H.R.  27,  as 
well  as  the  plan  presented  by  the  U.S.  League,  focus  on  the  prob- 
lem, and  it  is  important  that  something  be  done. 

My  personal  preference  is  the  plan  advocated  by  the  U.S.  League 
because  it  seems  to  provide  as  much  cash  flow  in  the  first  2  years 
and  appears  to  be  less  costly  overall.  Then,  too,  additional  Congres- 
sional oversight  is  a  built-in  part  of  the  program  in  the  event  that 
additional  Ending  is  required. 

lliose  presenting  the  plems  seem  to  take  extreme  views  as  to  ade- 
quacy of  funding,  timeliness,  and  other  features.  One  fact  that  both 
plans  seem  to  agree  upon — the  industry  pays  the  bills.  Any  funds 
taken  out  of  the  Bank  System  reduces  the  income  available  for 
dividends  to  the  member  stockholders  any  way  you  do  it. 

Therefore,  it  would  seem  more  logical  to  start  with  a  smaller 
plan  and  expand  it  if  and  when  necessary,  but  certainly  after  ade- 
quate staffing  has  been  acquired. 

The  feature  calling  for  an  advisory  committee  seems  hke  a  good 
step  in  order  to  provide  increase  accountability.  Most  of  us  would 
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agree  with  the  old  adage  that  people  tend  to  do  what  you  inspect 
rather  than  what  you  expect. 

H.R.  1063  seems  to  cover  all  the  points  of  forbearance  reconi' 
mended  by  the  U.S.  League  task  force,  and  more.  The  subcommit- 
tee of  which  I  was  a  member  recommended  that  the  Bank  Board 
adopt  a  policy  of  forbearance  similar  to  that  adopted  by  the  other 
Federal  banking  agencies  in  April  of  1986. 

I  personally  would  favor  legislation  which  gives  firm  direction  to 
regulators  rather  than  spelling  out  the  details.  For  example,  at 
counting  rules  and  interpretation  change  over  time  and  regulators, 
and  the  industry,  need  some  flexibility  to  respond.  I  can't  believe 
that  a  strong  sense  of  the  Congress  message  could  or  will  be  over- 
looked by  those  eiffected. 

While  I  certainly  eigree  with  most  of  the  items  contained  within 
H.R.  1063,  I  £un  concerned  about  the  first  provision  of  the  proposal 
which  would  provide  for  the  amortization  of  losses  by  qualified  as- 
sociations on  qualified  loans. 

In  general,  accounting  treatment  which  is  different  from  the 
standard  or  from  generally  accepted  accounting  principles  usually 
causes  continuing  problems.  Differences  require  footnotes  and  ex- 
planatory materifil,  and  the  industry  suffers  from  the  charge  of 
funny  accounting. 

I  am  aware  that  the  Federal  Home  Loan  Bank  Board  has  very 
recently  released  a  formed  policy  on  forbearance.  It  appears  to  go  a 
long  way  in  responding  to  the  need  of  forbearance  and  in  brii^ing 
about  some  ne^ed  change.  It  is  difficult  to  comment  upon  it,  in 
that  it  has  so  recently  been  issued,  and  further,  some  of  the  news 
releases,  at  least  that  I  have  read,  only  refer  to  changes  which  will 
be  made  without  specifying  what  the  changes  will  be. 

It  does  not,  it  seems  at  this  time,  adequately  cover  the  need  to 
evaluate  loans  in  accordance  with  GAAP.  I  believe  that  chai^ 
needs  to  be  addressed. 

FinEdly,  you  asked  for  my  comments  relative  to  charges  of  arbi- 
trEU7  and  capricious  actions  by  examiners  and  supervisory  person- 
nel. I  have  heard  some  of  those  comments,  and  I  am  sure  that  tiiey 
are  not  all  without  foundation. 

Prior  to  the  rather  recent  transfer  of  the  examiners  to  the  Feder- 
al Home  Loan  Banks,  the  examination  function  was  hampered  by 
inadequate  numbers  of  staff,  and  it  was  extremely  difiicult  to 
retain  experienced  personnel.  As  a  result,  some  of  the  districts 
were  woefully  behind  schedule  in  exeunining  member  Institutions. 

During  the  peist  20  months,  there  has  been  a  significant  increase 
in  both  the  examining  and  supervisory  staff.  A  massive  training 
effort  has  been  underway  since  that  time  in  order  to  provide  the 
most  qualified  personnel  to  this  Important  function. 

To  aid  in  that  training,  the  Office  of  Education  was  established 
by  the  Federal  Home  Loan  Banks,  and  it  has  been  steadily  increas- 
ii^  its  role  over  the  past  2  years.  Increased  salary  schedules  and 
benefit  plans  have  allowed  the  banks  to  attract  many  highly  quali- 
fied and  skUled  individuEds  to  both  the  examining  and  supervisory 
activities. 

In  other  words,  I  believe  the  improved  quality  of  these  staffs  will 
go  a  long  way  in  responding  to  some  of  these  problems. 
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I  would  further  suggest  that  there  is  a  strong  need  for  manage- 
ment officials  in  the  thrift  industry  to  take  a  proactive  role  with 
respect  to  their  prohlems  as  they  develop  rather  than  a  reactive 
role. 

That  is,  they  need  to  quickly  recognize  their  problems  and  devel- 
op at  least  a  proposed  plan  of  workout.  The  next  step,  I  would  sug- 
gest, would  be  to  schedule  a  meeting  with  the  examination  and/or 
supervisory  personnel,  including  the  PSA,  if  necessary,  in  order  to 
clear  the  air  and  start  the  corrective  processes. 

While  I  certainly  cannot  speak  for  all  of  them — as  a  matter  of 
fact,  I  can't  speak  for  any  of  them  any  more — I  don't  know  of  any 
PSA  who  woi^d  not  be  willing  to  work  with  member  institutions  in 
programs  of  rehabilitation. 

Thank  you  very  much  for  the  opportunity  to  appear  here  today. 

[The  prepared  statement  of  Mr.  Roby  can  be  found  in  the  appen- 
dix.] 

Chairman  St  Gkhbiain.  Thank  you,  Mr.  Roby. 

Our  next  witness  will  be  Mr.  Nolan  Rumbley,  who  is  executive 
vice  president  of  American  Federal  Savings  of  Dee  Moines,  lA. 

Mr.  Leach.  Mr.  Chairman,  I  think  it  worthy  of  note  that  this  is 
one  witness  that  has  a  particularly  impressive  background,  based 
upon  the  State  he  represents. 

Chairman  St  Germain.  Ah,  Iowa. 

We  will  put  your  entire  statement  in  the  record.  You  may  pro- 
ceed. 

STATEMENT  OF  NOLAN  L.  RUMBLEY,  EXECUTIVE  VICE 
PRESIDENT,  AMERICAN  FEDERAL  SAVINGS,  DES  MOINES,  lA 

Mr.  Rumbley.  Thank  you,  Mr.  Chairm£ui. 

My  name  is  Nolan  L.  Rumbley.  I  am  executive  vice  president  and 
chief  operating  ofBcer  of  American  Federal  Savings  and  Loan  Asso- 
ciation of  Iowa,  located  in  Des  Moines. 

I  appreciate  the  opportunity  to  appear  today  to  present  my  per- 
spective on  the  Federal  Savings  and  Loan  Insurance  Corporation 
recapitalization  and  the  need  for  effective  forbearance  as  part  of 
your  le^slative  consideration. 

American  Federal  has  $1  billion  plus  in  assets  and  is  Iowa's  larg- 
est savings  and  loan.  We  are  a  statewide  financiEd  institution  serv- 
ing markets  from  22  branches  in  Iowa. 

Our  investment  in  first  mortgage  real  estate  loans  is  approxi- 
mately $820  million,  and  we  have  approximately  150,000  customers 
throu^out  the  State. 

As  a  priority,  American  Federsil  has  edways  supported  its  local 
markets  when  considering  investing  its  available  funds;  however, 
at  times  Iowa  has  been  a  capital  excess  State,  and  approximately 
$400  million  of  our  loan  portfolio  are  loans  that  we  have  purchased 
primtuily  out  of  State.  Approximately,  $103  million  of  our  pur- 
chased loans  are  from  the  State  of  Texas,  with  approximately  $72 
million  from  Houston. 

This  investment  position  makes  us  very  involved  with  the  State 
of  Texas  and  its  economy.  We  find  ourselves  in  a  position  of  being 
domiciled  in  an  economiceilly  depressed  Stete  due  to  agriculture 
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th  m^oi 
due  to  oil. 

Our  position  also  illustrates  that  economic  problems  are  not  nec- 
essarily limited  to  specific  geographic  etreas.  For  an  area  of  any 
size,  city,  State,  or  region  to  become  economically  depressed  there 
must  be  a  reduction  in  the  demand  for  the  products  and  services 
provided  by  that  area. 

The  ability  of  an  economically  depressed  area  to  return  to  full 
capacity  to  provide  those  same  products  and  services  remains.  The 
facilities  and  workforce  are  available  for  utilization  to  produce  al- 
ternative products  and  services.  As  has  been  proven  in  the  past,  an 
economically  depressed  area  will  regain  economic  strength  with 
the  passage  of  time. 

For  this  reason,  any  FSLIC  recapitalization  and  accompanying 
forbearance  should  include  the  following  considerations: 

Economically  depressed  areas  will  regain  strength  with  the  pas- 
sage of  time. 

Real  estate  valuations  in  economically  depressed  areas  should  in- 
clude the  value  that  will  be  regained  in  the  foreseeable  future. 

What  may  appear  to  be  corrective  actions  by  the  FSLIC  due  to 
economically  depressed  areas  should  not  be  applied  in  strength  at 
the  height  of  a  crisis,  at  the  bottom  of  market  values. 

I  believe  there  is  a  necessity  to  recapitalize  the  FSLIC  and  main- 
tain its  independence  as  a  promoter  of  thrift  and  home  ownership. 

I  also  believe  that  the  recapitalization  should  be  done  conserv- 
atively and  in  conjunction  with  some  type  of  forbearance  to  mini- 
mize cash  needs  and  help  maintain  as  much  of  the  savings  and 
loan  system  as  is  possible.  Future  increases  in  real  estate  market 
values  would  be  raized  and  will  strengthen  the  financial  position 
of  savings  and  loans  located  in  and  with  investments  in  economi- 
cally depressed  areas. 

If  the  FSLIC  recapitalization  were  to  provide  large  amounts  of 
discretionary  funds,  I  would  have  the  following  concerns: 

That  the  FSLIC  would  not  be  able  to  administer  the  funds  prop- 
erly due  to  facilities  and  stafHog. 

That  over-reacting  would  eliminate  many  savings  and  loans  that 
could  be  viable  financial  institutions  in  the  future. 

That  a  major  disposition  of  problem  assets  would  further  depress 
real  estate  values  in  economically  depressed  areas. 

The  recapitalization  plan  proposed  by  the  United  States  League 
of  Savings  Institutions,  along  with  an  effective  forbearance  plan, 
would  seem  to  eliminate  the  above  concerns.  An  effective  forbear- 
ance plan  is  an  essential  pat  of  an  FSLIC  recapitalization.  A  for- 
bearance plan  should  be  for  saving  and  loans  located  in  and  those 
with  investments  in  economically  depressed  areas.  Savings  and 
loans  that  are  well-managed  and  have  shown  good  business  judg- 
ment in  the  past,  savii^  and  loans  that  will  be  viable  financial  in- 
stitutions in  the  future. 

A  forbearance  plan  should  include  the  following: 

Forbearance  from  net  worth  requirements,  due  to  loans  in  eco- 
nomically depressed  areas. 

Avoidance  of  excessive  write-downs  by: 

Use  of  generEdly  accepted  accounting  principles,  when  accounting 
for  problem  loans. 
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Use  of  a  real  estate  evaluation  process  that  would  recognize  po- 
tential future  values. 

Amortizing  losses  to  avoid  overstating  while  economic  recovery 
occurs. 

Elimination  of  the  double  penalty  imposed  on  problem,  income- 
producing  properties  through  classification  of  assets  and  scheduled 
items. 

The  above  would  minimize  the  short-term  cash  needs,  the  overall 
cash  needs  and  excessive  carrying  costs  of  the  FSLIC. 

In  conclusion,  I  believe  there  should  be  a  recapitalization  of  the 
FSLIC  that  is  conservative  and  accompanied  by  effective  forbear- 
ance  for  savings  and  loans  holding  loans  in  economically-depressed 
areas. 

Thfink  you  for  your  attention.  I  look  forward  to  your  questions. 

[The  prepared  statement  of  Mr.  Rumbley  can  be  found  in  the  ap- 
pendix.] 

Chairman  St  Germain.  Thank  you,  Mr.  Rumbley. 

Now  we  will  hear  Mr.  James  Turner  from  Topeka,  KS,  president 
of  the  Kansas  League  of  Savings  Institutions. 

Mr.  Turner,  we  will  put  your  entire  statement  in  the  record,  and 
you  may  proceed. 

STATEMENT  OF  JAMES  R.  TURNER,  PRESIDENT,  KANSAS  LEAGUE 
OF  SAVINGS  INSTITUTIONS,  TOPEKA,  KS 

Mr.  Turner.  Thank  you,  Mr.  Chairman.  It  is  not  my  aspiration 
to  testify  before  congressional  committees,  emd  I  will  attempt  to 
limit  ray  remarks  to  the  contents  of  your  letter  of  February  24  and 
those  areas  you  asked  us  to  address. 

Chairman  St  Germain.  Mr.  Turner,  I  am  going  to  ask  you,  since 
you  are  representing  the  Kansas  League,  to  add  one  little  addition- 
al item  to  the  request  to  testify,  and  that  is  as  follows:  of  those 
troubled  institutions  that  you  mention  in  your  statement,  are  they 
typical  of  the  Kansas  thrift  that  was  closed  by  the  Home  Loan 
Bank  on  February  27?  That  institution  was  First  Federal  Savings 
and  Loan  of  Beloit,  KS,  which  funded  out-of-State  real  estate, 
exotic  ventures  and,  boy  this  is  a  doozy,  a  Hungarian  movie  about 
a  rock  band  chased  by  a  man-eating  bear,  the  title  of  which  was 
"The  Predator." 

Now  according  to  the  American  Banker,  the  Beloit  thrift  was  one 
of  18  throughout  the  country  that  was  identified  as  having  deeilt 
with  First  United  Fund  Limited,  a  New  York  money  brokers  firm, 
whose  activities  have  been  investigated  by  agents  of  the  Federfd  or- 
ganized strike  force. 

I  would  like  you  to  tell  us  whether  any  more  institutions  in  your 
league  have  had  dealings  with  this  particular  brokere^e  firm  and 
which  movies  they  are  investing  in. 

You  may  proceed — or  which  befir.  Mr.  Barnard  wants  to  know 
which  bear.  And  of  course,  if  you  can  tell  us  how  we  can  control 
such  excesses. 

Mr.  Turner,  we  look  forweu-d  to  your  observations. 

Mr.  Turner.  I'm  not  looking  forward  to  it  maybe  as  much  as  I 
was  about  a  minute-and-a-half  ago!  [Laughter.] 


Digitized  by  Google 


502 

But  lest  euiyone  nod  off,  one  of  the  problems  that  I  have,  in  addi- 
tion to  that  that  you  alluded  to,  being  from  a  small  State,  it  was 
necessary  to  put  our  teatimony  together  lEist  Thursday  and  stop  the 
other  things  that  we  were  doing  on  Friday  to  reproduce  175  copies 
for  this  committee,  which,  as  an  aside,  wiped  out  our  mail  budget 
for  a  week-and-a-halfi  [Laughter.] 

By  doing  it  on  Friday,  several  events  have  occurred,  so  I  reEiUy 
plan  to  only  summarize  the  testimony  that  I  gave  you. 

The  first  of  those  edludes  to  the  fact  that  the  Kansas  League  is 
comprised  of  57  associations.  That  is  now,  as  of  today,  56.  We  have 
about  $16  billion  in  assets,  euid  contrary  to  some  others  appeariDg 
here,  our  purposes  here  are  really  to  support  recap  and  forbear- 
ance, because  of  the  erosion  we  see  in  our  State.  In  the  four  States 
that  comprise  the  Tenth  Federal  Home  Bank  District,  I  am  pleased 
to  say  that  our  membership,  on  average,  has  net  worth  in  excess  of 
5  percent.  We  had  an  outstanding  earning  year  in  1986,  but  we  also 
saw  our  real  estate  loan  repossessed  assets  increase  by  58  percent. 
We  see  quarterly  the  numbers  of  negative  earning  institutions  in- 


I  am  not  avoiding  your  question,  Mr.  Chairman.  I  am  going  to 
get  to  it  when  I  finish  with  my  brief  summary. 

We  are  here  to  support  recapitalization.  We  applaud  your  eflbrts 
and  that  of  Mr.  Wylie,  introducing  H.R.  27.  We  think  it  is  an  excel- 
lent starting  point.  Our  membership  would  support  a  reasonable 
dollar  amount.  We  would  prepare  the  $5  billion  that  is  promoted 
by  the  U.S.  League,  eilthough  I  am  not  shilling  for  that  position.  I 
am  too  controversial  to  appear  here  as  their  representative. 

We  would  support  that  for  two  reasons.  One,  the  debt  overload  to 
our  members  in  excessive  dollar  amounts  beyond  that,  sind  second- 
ly, because  concerns  expressed  here  as  to  whether  or  not  the  FSLIC 
could  really  adequately  manage  more  than  $5  billion  a  year.  And  I 
think  Kathleen  Day,  in  the  Post  on  Saturday,  pointed  out  the  prob- 
lems. 

Our  major  reeison  for  being  here,  though,  is  to  support  forbear- 
ance and  to  ask  that  this  committee  seriously  consider  mandating 
forbearance.  I  can  do  a  laundry  list  of  some  thing  that  might  be  in 
Congressman  Bartlett's  bill  and  others  and  introduced  as  an  excel- 
lent departure.  I  am  not  sure  that  I  feel  that  all  those  points  need 
be  legislatively  put  there,  because  someday,  and  I  hope  that  we 
don't  have  forbearsince  forever,  you  are  going  to  have  to  come  back 
and  change  that. 

So  to  the  extent  that  this  committee  could  instruct  or  would  in- 
struct the  Federal  Home  Bank  Board  to  issue  forbearance  and 
specify  certain  key  segments  of  that,  we  think  that  would  be  a 
much  better  approach,  but  we  need  forbearance.  We  need  it  for  a 
number,  I  think,  of  very  valid  reasons.  One,  we  are  an  economical- 
ly depressed  State,  Kansas.  When  you  are  dependent,  primarily,  on 
agriculture  and  the  oil  and  gas  industry,  I  don't  have  to  run  a  lot 
of  numbers  by  you.  Thinp  are  tough. 

We  are  seeing  some  slight  improvements  in  the  Ag  economy,  and 
I,  for  one,  do  not  believe  that  the  price  of  oil  is  always  going  to  stay 
down.  And  I  think  the  oil  and  gas  industry  will  resolve  itself.  And  1 
think  if  we  can  buy  time  over  a  period  of  time,  through  a  valid  for- 
bearance program,  then  many  of  these  institutions  ceui  recover. 
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If  we  don't  have  forbearance,  then  I  think  it  is  rather  an  act  of 
folly  to  think  that  we  can  do  it  only  with  money  at  this  point  in 
time.  I  think  that  to  look  at  a  money  only  solution  is  terribly  short- 
sighted at  this  point. 

In  addition,  it  has  been  alluded  to,  the  supervisory  exEimination 
problems,  emd  I  made  a  rather  inflammatory  statement  in  my  re- 
marks about  them  being  out  of  control.  Misdirected  is  probably  a 
better  word.  And  I  cited  a  couple  of  case  studies,  Mr.  Chairmeui, 
that  I  will  not  use,  because  I  can't  meet  your  criteria  of  put  up  or 
shut  up,  because  I  can't  reveal  the  sources,  but  I  think  forbearance 
with  guidance  from  the  Federal  Home  Loan  Bank  will  allow  princi- 
pal supervisory  agents  to  get  a  handle  on  the  examination  and  su- 
pervision problem.  That  has  exploded.  We  have  had  150  percent  in- 
crease in  the  examination  field  force  in  our  bank  district  in  1  year, 
and  we  have  had  an  increase  from  11  to  29  supervisory  agents  in 
the  same  time  period. 

Basically,  they  are  going  out  with  regs  in  hand,  classification  of 
assets  r^,  calculations,  R-41(c)  appriusals,  to  ferret  out  the  bad 
guys.  And  to  get  the  bad  guys  you  ^oot  at  everybody. 

We  think  a  forbearance  progrfmi  will  provide  guidance  that  will 
help  moderate  that  situation,  and  we  can  get  back  to  a  better  ap- 
proach. 

I  would  only  conclude — and  then  I  am  going  to  get  to  your  ques- 
tion. It  would  be  easy  to  come  in  here  and  beat  up  on  the  Bank 
Board  and  the  examiners  and  supervisors,  but  all  of  us  got  into  this 
tc^ether.  The  Congress,  when  you  created  us,  when  you  put  your 
staff  of  full  faith  and  credit  behind  the  FSLIC,  and  those  of  us  in 
the  State  League  and  the  National  League  petitions,  the  S&L  in- 
dustry and,  indeed,  the  regulators,  we  all  got  in  this  together.  We 
all  have  this  problem  tt^ether,  and  we  have  all  got  to  get  out  of  it 
together.  I  want  to  get  out  of  it  without  using  taxpayer  dollars,  and 
I  hope  that  this  committee  will  move  as  expeditiously  as  possible  to 
recap  the  FSLIC  but  will  accompany  that  with  forbearance. 

Now  Mr.  Chairman,  to  your  embarrassing  question  of  the  day.  I 
don't  I  have  got  any  other  Members — and  that  is  a  former  Member 
now — which  relieves  some  of  the  pressure  to  answer.  I  don't  think 
we've  got  anybody  else  that  is  involved,  I  honestly  don't  feel — I 
know  only  what  I  read  in  the  paper  £md  what  you've  read.  That  is 
all  I  know.  And  frankly,  I  certainly  don't  endorse  or  approve  of 
that  kind  of  activity.  I  suspect  that  now  that  the  institution  has 
been  supervisory  merged,  that  we  are  probably  looking  at  legal  ac- 
tions. And  as  much  bb  I  would  like  to  be  entertaining  with  an 
answer,  I  am  not  desirous  of  being  subpoenaed  in  legal  actions,  but 
I  think  we  will  see,  ultimately,  much  of  that  resolved  in  the  courts, 
but  I  think  it  is  way  too  easy  to  pull  out  one  bad  case,  because  that 
gets  to  the  theory  that  concerns  me  the  most  about  some  of  the  su- 
pervisory process. 

I  alluded  to  it  in  my  case  study.  The  old  Chinese  proverb.  If 
you've  got  three  bad  guys  out  of  100,  the  best  way  to  make  sure 
you  get  tiie  three  bad  guys,  is  to  shoot  all  100. 1  don  t  want  to  shoot 
all  100,  nor  do  I  wemt  to  label  them,  because  of  the  actions,  the  in- 
appropriate actions  of  one.  The  bulk  of  my  membership  I  am  ex- 
tremely proud  of  They  have  done  a  superb  job  of  meeting  the 
home  ownership  needs  in  our  State.  We  finance  over  60  percent  of 
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the  home  mortgeiges.  So  I  think  it  would  be  inappropriate.  But  we 
recc^nize,  being  in  the  State,  that  we  have  to  live  with  the  prob- 
lem. 

[The  prepeu'ed  statement  of  Mr.  Turner  can  be  found  in  the  ap- 
pendix.] 

Chairman  St  Germain.  In  reality,  the  most  important  part  of 
that  question  that  I  propounded  to  you  is  not  really  the  "Predator" 
movie  but  rather  the  brokerEige  firm  that  they  were  dealing  with 
and  my  concern  about  how  many  other  institutions  might  have 
been  dealing  with  that  firm.  Obviously,  it  is  a  problem  that  per- 
vades quite  a  few  areas. 

Mr.  Turner.  There  is,  Mr.  Chairman,  an  overlapping  among 
many  institutions  in  participation  loans  throughout  the  country. 
One  example  that  I  cited  in  a  case  study  was  12  institutions  spread 
throughout  much  of  the  country  in  a  development  project.  I  can't 
give  you  a  precise  number  of  the  number  of  savings  and  loan  insti- 
tutions in  Kansas  that  are  involved  in  participation  loans.  I  suspect 
a  very  substantial  number,  70  or  80  percent. 

Chairman  St  Germain.  Excuse  me,  but  because  we  have  limited 
time  here,  Mr.  Turner,  what  I  am  talking  about  is  when  a  money 
broker  comes  in  and  deposits  X  number  of  dollars  in  em  institution, 
and  then  says,  by  the  way,  we  have  this  little  film  that  we  think 
you  ought  to  invest  in.  It  is  a  quid  pro  quo.  That  is  the  thing  that 
concerns  me. 

At  this  point  in  time,  I  am  going  to  start  the  questionii^  of  the 
other  witnesses,  and  I  would  like  to  make  em  observation. 

In  going  through  the  backgrounds  of  the  witnesses  and  the  insti- 
tutions, I  think  they  are  very  commendable.  I  looked  at  the  per- 
centage of  the  loans  in  one-to-four-family  housing.  Mr.  Nowlin's  in- 
stitution, 62  percent.  Mr.  Gross,  55  percent.  Mr.  Fogleman,  49  per- 
cent. Mr.  Guidry,  62  percent.  Mr.  Roby,  79  percent.  Mr.  Rumbley, 
69  percent.  Very  commendable.  That  is  why  the  Congress,  over  the 
years,  and  many  of  us  have  been  such  supporters  of  the  savings 
and  loan  industry,  the  thrift  industry,  because  of  the  mission  you 
have  accomplished  on  behalf  of  the  "American  dream,"  so  to  speak. 

Mr.  Nowlin,  at  page  2  of  your  statement,  the  second  paragraph, 
and  then  you  repeat  it  at  page  4  of  your  statement,  "A  final  con- 
cern we  have  for  the  continued  viability  of  the  S&L  industry  is  the 
integriW  of  the  ownership  emd  the  management  of  insured  institu- 
tions. Far  too  many  examples  are  on  record  of  fraud,  self-dealing, 
insider  abuse,  speculative  or  imprudent  ventures" — like  the  one  I 
was  just  talking  about  with  Mr.  Turner — "excessive  operating  ex- 
penses, excessive  officers  and  stockholder  compensations,  extrava- 
gant life-styles,  tremendous  growth  fueled  by  high  rates  and  often 
brokered  deposits.  Using  due  process  and  individual  judgment  at 
all  times,  the  regulatory  authorities  must  move  swiftly  and  force- 
fully against  this  element  in  our  business.  Neither  FSIIC  nor  the 
legitimate,  well-managed  thrift  institutions  should  be  required  to 
pay  for  the  excesses  of  those  managements,  not  willing  to  play  by 
the  rules." 

Mr.  Nowlin,  as  I  told  you  earlier  when  you  finished  your  state- 
ment, that  is  a  very  excellent,  excellent  observation,  one  that  we 
should  all  give  a  great  deal  of  attention  to.  Let  me  ask  the  rest  of 
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the  witnesses,  does  anyone  have  any  quarrel  or  problem  with  that 
statement  by  Mr.  Nowlin? 

[No  response.] 

Do  you  all  subscribe  to  it? 

At  this  point,  I  will  call  on  Mr.  Wylie.  Incidentally,  I  assume  the 
silence  was  not  reticence,  but  it  was  your  way  of  saying  that  you 
didn't  disagree  emd  ther^ore,  do  agree.  Is  that  a  correct  observa- 
tion? 

Voices:  That's  correct. 

Mr.  McKiNNEY.  Would  the  gentleman  from  Ohio  yield  to  me? 
Unfortunately,  the  timing  todav  is  not  the  beat  and  I  must  leave. 

Mr.  Wylie.  I  yield  to  the  gentleman  from  Connecticut. 

Mr.  McKiNNEY.  I  used  to  be  on  the  board  of  a  thrift.  I  have 
asked  every  person  that  has  appeared  in  front  of  us  to  help  me 
with  a  terrible  quandry  here.  We  have  State  savings  and  loans  in 
Connecticut,  we  sometimes  refer  to  them  as  "wildcat  States."  They 
:an  do  any  fool  thing  they  want  to.  But  we  in  the  end  have  to  un- 
derwrite them.  And  that  sort  of  bothers  me,  since  I  Eim  dealing 
with  your  farmers'  money,  my  people's  money,  everybody's  money. 

Do  you  think  it  is  right  that  tne  Federal  Government  underwrite 
ess^itially  nonbanking  operations?  Nobody  ever  backed  me  when  I 
was  a  small  businessman.  All  I  really  need  is  a  simple  yes  or  no.  It 
is  going  to  get  you  in  terrible  trouble. 

Mr.  Wylie.  How  many  vote  yes?  Raise  your  heind.  How  many 
vote  no? 

[A  show  of  hands/l 

Mr.  McKiNNEY.  Thank  you,  gentlemen,  for  your  forbearance.  I 
really  appreciate  that.  Thank  you. 

Mr.  Wylie.  I  didn't  want  you  to  use  up  all  my  time. 

Mr.  McKiNNEY.  The  Chairman  charged  me  not  you,  because  he 
is  such  a  decent  person. 

Mr.  Wyub.  I  understand  that  all  of  you  support  recapitalization, 
but  you  are  divided  as  to  whether  you  support  the  recapitalization 
plan  as  submitted  by  the  Administration  and  the  bill  that  Mr.  St 
Germain  and  I  have  introduced,  and  others  support  the  U.S. 
League  plan.  I  believe  that  is  a  fair  analysis  of  the  testimony  that's 
gme  on  bo  far. 

Now  a  lot  of  interest  has  been  expressed  along  the  way,  and  was 
demonstrated  yesterday  by  the  witnesses,  for  a  provision  to  deal 
witii  the  limitation  on  direct  investments.  Should  any  recapitaliza- 
tion proposal  we  m^ht  vote  out  of  this  committee  also  address  the 
issue  of  direct  investments? 

How  many  of  you  think  it  should? 

[A  show  of  hands.] 

Mr.  Wylie.  Tell  us  why  it  should,  Mr.  Gross.  You  raised  your 
hand  first. 

Mr.  Gross,  t  think  it  needs  to  be  addressed  because  at  this  point 
in  time  we  have  just  had  a  new  reg  issued,  I  think  Ifist  week,  last 
Friday,  which  will  have  the  effect  of  reducing  direct  investment. 

For  instance,  if  you  had  a  direct  investment,  had  it  gotten  paid 
off  while  it  was  grandfathered,  you  couldn't  replace  it  with  a  new 
one  if  you  happen  to  be  in  one  of  these  States  where  the  forbesu-- 
ance  were  in  effect,  or  fmythiiig  such  as  this.  In  many  institutions, 
ours  specifically,  we  are  getting  killed  by  the  home  loans.  If  it 
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weren't  for  some  of  these  direct  investments  contributing  some 
other  income  source,  we  would  be  in  worse  shape  today  than  we 
are. 

When  you  are  foreclosing  a  hundred  houses  a  month  and  there  is 
virtually  no  building  going  on,  if  all  you  can  do  is  invest  in  houses, 
you  have  really  got  a  problem. 

Mr.  Wyue.  Do  any  of  you  feel  strongly  that  that  might  load  up 
the  canoe,  would  slow  down  the  recapitalization  proposal? 

Mr.  TuHNEH.  Yes. 

Mr.  Wyue.  OK,  would  you  state  why? 

Mr.  Turner.  Mr.  Wylie,  I  think  the  priority  is  where  we  come 
down.  I  have  heard  a  number  of  suggestions  that  were  made  in  the 
committee  today  for  other  provisos  that  should  be  put  in  your  bill, 
but  I  think  the  meuor  issue  is: 

Do  we  really  need  to  recapitalize  the  FSLIC  and  restore  confi- 
dence in  that  fund,  to  accompany  that  hopefully  with  forbearemce? 

I  have  some  concern  about  any  excess  luggage  that  goes  onto  the 
bill.  I  don't  object  to  it  being  there,  but  I  would  not  want  to  see 
eight  or  ten  more  items  added  to  the  bill  that  would  extend  thes^- 
hearings  on  for  a  considerable  length  of  time. 

That  is  my  only  concern,  not  that  I  have  a  great  concern  abouft; 
doing  something  on  direct  investment. 

Mr.  Wylie.  Mr.  Chairman,  I  have  been  given  a  note  that  my 
time  has  expired.  I  ask  unanimous  consent  to  proceed  with  one  ad- 
ditional point. 

Chairman  St  Germain.  I  don't  hear  an  objection. 

Mr.  Wylie.  Thank  you. 

All  of  you  testified  today  that  there  should  be  a  provision  of  for- 
bearance in  this  bill.  Now,  that  might  be  additional  beiggage,  ac- 
cording to  the  definition  which  you  just  gave,  possibly  not.  You  said 
you  didn't  want  a  direct  investment  provision. 

Mr.  Turner.  Well,  I  testified,  sir,  that  we  would  like  that  to  be  a 
mandate  from  the  committee  with  very  limited  guidance. 

I  applaud  what  Mr.  Bartlett  is  doing,  and  I  can  support  that  biU, 
but  I  think  if  we  could  do  it  regulatorily,  all  we  are  asking  is  a 
very  smsill  piece  of  luggage  that  says  that  it  is  the  sense  of  this 
committee  that  forbearance  should  be  done. 

Mr.  Wyue.  Only  through  institutions  that  are  viable  and  well- 
managed,  though? 

Mr.  Turner.  Yes,  sir. 

Mr.  Wyue.  We  are  all  suffering  from  regional  economic  difficul- 
ty. Now,  my  question  is  how  do  you  define  this?  How  do  we  deteiv 
mine  which  institutions  are  well-managed,  who  is  viable? 

As  1  recall,  Mr.  Guidry  stated  on  peige  6  of  his  testimony  that  the 
definition  of  the  well-managed  institution  should  be  one  at  least  10 
years  old  with  at  least  a  3  percent  net  worth  under  GAAP. 

I  would  like  the  opinion  of  the  other  witnesses.  Would  this  defini- 
tion exclude  many  thrifts? 

Mr.  Gross.  It  certainly  would  in  Texas. 

Mr.  Wylie,  Thank  you. 

Chairman  St  Germain.  Mr.  Barnard. 

Mr.  Barnard.  Thank  you,  Mr.  Chairman. 
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I  had  listed  three  things  that  I  wanted  to  talk  about  today.  One 
was  the  recapitalization  of  the  FSLIC  and  the  amount  and  some  of 
the  issues  of  the  forbearance  and  the  Home  Loan  Bank  Board. 

Mr.  Wylie  has  added  another  one  that  I  feel  needs  to  be  ad- 
dressed, but  Mr.  Wylie  asked  the  question  a  while  ago.  I  under- 
stood the  question  to  be: 

How  many  of  you  agree  that  we  need  to  have  a  direct  investment 
rule  in  this  legislation? 

And  I  think  that  three  people  raised  their  hands,  but  when  Mr. 
Gross  answered  the  question,  I  think  he  answered  it  in  the  n^a- 
tive.  So  I  think  that  is  confusing. 

Let  me  ask  the  question  again: 

How  many  of  you  think  that  there  should  be  a  direct  investment 
rule  in  this  legislation? 

Hold  your  hand  up. 

So  response.] 
r.  Barnard.  Thank  you.  I  just  wanted  to  correct  that  because  I 
thought  that  you  all  misunderstood,  and  I  agree  with  you. 

Gentlemen,  Mr.  Gross  painted  a  wonderful  picture  of  why  we  Eu:e 
here,  the  inspiration  and  the  emotion  that  goes  on  in  being  a 
Member  of  Congress. 

Let  me  say  this,  if  you  are  nervous  about  an  issue  about  sitting 
where  you  are,  let  me  say  this,  I  am  nervous  where  I  am  sitting, 
trying  to  meike  a  decision  on  FSLIC.  No  one  here,  as  I  understand 
it,  has  supported  the  Treasury  bill,  yet  we  continue  to  hear  testi- 
mony irom  the  Generid  Accounting  Office,  nonpartisan,  independ- 
ent, that  says  that  we  are  already  $6.5  billion  into  FSLIC. 

How  in  the  world  can  we  fight  them  while  we  are  sympathetic? 
And  we  understand  where  fdl  of  you  are  coming  from.  But  how  in 
the  world  can  we  ignore  that? 

That  is  an  £UTn  of  the  Congress,  and  they  are  telling  us — and 
they  have  studied  the  picture  not  from  just  Texas,  but  Kansas, 
from  Iowa,  Oklahoma,  and  Louisiana.  They  are  looking  at  the  pic- 
ture nationwide,  and  they  say  that  we  need  $6.5  billion  to  balance 
the  books. 

Now,  gentlemen,  this  committee  is  going  to  have  to  be  reorga- 
nized, and  it  is  going  to  be  called  the  foLIC  Recapitalization  Com- 
mittee because,  Mr.  Chairman,  we  are  going  to  be  in  session  every 
three  months  trying  to  determine  what  the  amount  to  go  into 
FSUCis. 

So  I  would  just  ask  you.  I  want  somebody  to  explain  to  me  why 
we  should  ignore  the  GAO,  and  I  will  listen  to  anybody. 

Mr.  Hudson. 

Mr.  Hudson.  No  question  that  you  shouldn't  ignore  the  GAO. 
The  question  is  when  does  the  GAO  look  at  it? 

The  GAO  looks  at  it  alter  the  fact,  and  what  we  are  in  is  a  trem- 
sitional  period  right  now.  That  is  very,  very,  very  important,  and  if 
you  listen  to  me  in  my  presentation  a  little  bit,  if  you  understood, 
you  have  got  to  have  somebody  on  the  ground  in  each  one  of  these 
situations.  You  can't  describe  one  policy  that  is  going  to  help  Mas- 
sachusetts, California,  and  so  forth. 

And  I  agree  with  the  Treasury  to  an  extent.  I  don't  think  we 
have  got  the  length  of  time  that  people  keep  talking  about,  looking 
at  it  economically.  I  think  we  have  got  6  to  8  months  at  the  best. 


Digitized  b;  Google 


508 

the  way  we  are  right  now,  and  it  won't  be  a  question  of  $6.5  billion. 
You  will  be  talking  about  $25  billion. 

Mr.  Barnard.  Tell  me,  then,  why  would  less  money  in  less  time 
solve  the  problem. 

Mr.  Hudson.  I  think  it  is  a  question  of  use  of  that  money  after 
they  have  got  it.  That  is  the  burning  question  in  my  mind.  If  you 
are  going  to  administer  that  money,  you  have  got  to  have  time  to 
administer  it. 

Mr.  Barnard.  Mr.  Hudson,  do  you  think  Congress  is  going  to 
give  the  Home  Loan  Bank  Board  and  FSLIC  $25  billion  and  then 
start  working  on  something  else? 

Mr.  Hudson,  No,  sir,  I  don't. 

Mr.  Barnard.  We  are  not  going  to  do  that. 

Mr.  Hudson.  But  I  am  saying  to  you,  at  the  time  you  do  it  you 
need  to  have  a  rational  way  of  spending  it,  and  you  have  to  have 
some  sort  of  way  to  deal  with  it. 

Mr.  Barnard.  Well,  right  now  the  GAO  tells  us  that  we  are  detd- 
ing  with  something  like  200-plufi  institutions  in  conservatorship, 
and  the  way  they  are  losing  money  today  at  $1.4  billion  a  year, 
that  in  itself  is  going  to  break  the  FSLIC  in  6  months. 

So  you  know,  you  are  talking  about  what  we  are  dealing  with  in 
the  present.  We  are  dealing  in  the  present,  but  we  can't  go  back 
and  restore  some  300  savings  and  loans  that  the  Home  Loan  Bank 
Board  admits  are  broke. 

Mr.  Hudson.  Well,  you  are  going  back  and  restore  the  FSLIC 
that  the  GAO  admits  is  broke. 

Mr.  Barnard.  Let  me  ask  you  my  question  again:  what  are  we 
here  to  do?  Are  we  here  to  look  Eifter  the  depositors  or  the  inves- 
tors? 

Mr.  Hudson.  I  hope  you  are  here  to  look  after  the  depositors  be- 
cause that  is  what  I  am.  I  eub  not  an  investor  any  more. 

Let  me  say  to  you  that  you  signed  a  guaranty  on  every  one  of 
those  deposits,  and  therefore  guaranteed  the  loan.  If  you  don't  do 
something  to  help  the  persons — and  here  is  a  man  down  here  talk- 
ing about  a  hundred  homes  a  month.  Let  me  tell  you,  it  is  all-per- 
vasive in  the  real  estate  market. 

When  you  hit  the  homeowner,  okay,  and  he  is  goir^  to  get  the 
developer.  When  they  have  a  cold,  the  developer,  I  am  afraid,  has 
pneumonia,  and  so  we  have  got  a  question  of  the  orderly  prt^res- 
sion  of  that  money,  what  happens  to  it  when  you  get  it,  do  you 
have  regulatory  abuses  or  do  you  have  somewhere  to  work  at  it  on 
a  community  basis. 

I  tun  talking  about  in  the  community,  not  on  the  national  scale. 

Mr.  Barnard.  I  think  it  would  be  impossible  for  us  to  structure  a 
system  to  let  every  community  make  the  determination.  We  have 
got  to  have  a  Federal  agency  to  do  that. 

Mr.  Hudson.  No  argument  about  that.  What  you  need  is  some 
local  input. 

Mr.  Barnard.  Unfortunately,  all  of  this  has  not  dovetailed  at  the 
right  time.  If— as  we  Edl  know,  the  Home  Loan  Bank  Board  has 
been  in  somewhat  of  a  state  of  disarray,  it  has  finally  got  its  act 
together  and  is  going  back  tmd  putting  the  examiners  at  the  re- 
gional level,  which  is  a  good  proposition.  But  unfortunately,  see, 
they  didn't  do  tiiat  5  or  6  years  ago.  They  only  did  it  last  year. 
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Now,  theee  problems  that  we  are  having  in  Texas  and  Oklahoma 
and  others  are  not  just  a.  year  old.  They  are  5  or  6  years  old,  when 
the  Home  Loan  Bank  Board  did  not  have  the  capacity  or  the  man- 
power and  possibly  the  imagination  to  come  m  under  the  new 
system  and  exEunine  the  savings  and  loan  industry. 

So,  unfortunately,  gentlemen,  we  are  not  dealing  where  every* 
thing  comes  together  at  one  time. 

My  time  has  expired. 

Chairman  St  Germain.  Mr.  Wortley. 

Mr.  Wortley.  Thank  j;ou,  Mr.  Chairmeui. 

Mr.  Sullivan,  I  am  grieved  to  learn  of  all  of  your  personal  and 
financial  misfortunes.  You  had  to  sell  your  oil  drilling  rig  at  a  dis- 
tressed price.  You  had  to  write  off  millions  of  dollars  in  accounts 
receivable.  I  don't  even  know  how  you  afforded  to  get  to  Washing- 
ton today  for  this  hearing. 

How  (ud  you  get  up  here? 

Mr.  Sullivan.  American  Express. 

Mr.  Wortley.  In  a  truck,  was  that?  Did  you  fly  up? 

Mr.  Sullivan.  Yes,  sir. 

Mr.  Wortley.  How  did  you  fly  up? 

Mr.  Sullivan.  Delta  in  coach. 

Mr.  Wortley.  Delta  in  coach?  No  first  class? 

Mr.  Sullivan.  No,  sir. 

Mr.  Wortley.  No  private  jets,  right? 

Mr.  Sullivan.  No  first  class  ticket. 

Mr.  Wortley.  Mr.  Darby,  your  associate,  mentioned  the  San 
A^elo  Bank. 

Could  you  elaborate  a  little  more  on  the  situation  in  that  bank? 
Roughly,  what  are  its  iissets,  and  what  is  its  current  net  worth? 

Mr.  Darby.  I  believe  last  summer,  which  is  about  the  last  form 
that  I  am  familiar  with,  the  total  assets  of  that  institution  were 
around  $180  million,  I  believe.  It  had  a  net  worth  of  approximately 
$7  to  $8  million,  and  I  am  not  familiar  with  the  current  status.  I 
know  they  are  under  a  supervisory  agreement,  and  I  do  not  know, 
having  not  seen  the  final  audit  report. 

Mr.  Wortley.  You  don't  know  whether  they  are  n^ative  now? 

Mr.  Darby.  I  assume  they  are  negative. 

Mr.  Wortley.  You  iissume  they  are  negative? 

Mr.  Darby.  Yes,  sir. 

Mr.  WoKTLEY.  Maybe  before  we  get  done  today,  you  might  be 
able  to  call  down  there  and  find  out,  baaed  upon  the  last  certified 
public  accountant's  report,  what  their  current  status  is,  and  maybe 
you  could  let  me  know  so  we  can  incorporate  it  in  the  record. 

Mr.  Darby.  That  would  be  fine. 

Mr.  Woktlet.  Does  that  institution  have  any  continuing  relation- 
ship with  its  former  chairman? 

Mr.  Darby.  I  don't  believe  so. 

Mr.  Wortley.  Mickey  Salley  I  think  was  the  former  chairman,  is 
that  correct? 

Mr.  Darby.  That  is  correct. 

Mr.  WoRTiiY.  Did  you  know  Mr.  Salley? 

Mr.  Darby.  Yes,  sir. 

Mr.  WoRTifY.  You  don't  think  there  is  any  existing  relationship 
with  that  chairman?  Is  that  what  you  are  saying?  You  are  sure 
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there  is  no  existing  relationship  between  the  bank  and  Mr.  Salley 
perhaps  in  terms  of  compensation  he  might  be  receiving? 

Mr.  Dakby.  I  believe  Mr.  Salley  resigned  in  the  position  of  Chair- 
man of  the  Board  back  in — I  believe  it  was  May. 

Mr.  WoRTLEY.  Was  he  forced  to  resign? 

Mr.  Darby.  I  don't  know  the  circumstances  regarding  his  depar- 
ture. 

Mr.  WoHTLEY.  When  did  your  relationship — ^u  said  you  are  not 
involved  with  the  bank  right  now — when  did  your  relationship 
with  San  Angelo  terminate? 

Mr.  Darby.  I  have  helped  the  institution  for  several  months 
during  the  FeiII  of  last  year. 

Mr.  WoRTLEY.  So  you  were  there  when  the  former  chairman  re- 
sided, is  that  correct? 

Mr.  Darby.  I  am  not  employed  by  the  institution. 

Mr.  Wortley.  1  realize  that,  but  you  still  had  a  relationship  with 
the  hank. 

Mr.  Darby.  I  represented  the  bank  in  several  workouts. 

Mr.  Wortley.  Several  workouts. 

But  you  still  don't  remember  any  of  the  circumstances  of  his  de- 
parture? 

Mr.  Darby.  I  believe  he  rested  in  May  of  last  year. 

Mr.  Wortley.  For  a  man  who  was  involved  in  the  workouts  of 
the  bank  and  was  as  close  to  it  as  you  were,  I  am  surprised  you 
don't  know  the  circumstances,  whether  he  received  some  sort  of  a 
severance? 

Maybe  Mr.  Sullivan  knows.  What  is  the  answer  to  that?  Do  you 
know,  Mr.  Sullivan? 

You  had  some  affiliation  with  Mr.  Salley. 

Mr.  Sullivan.  Mr.  Salley  did  resign.  It  is  my  recollection  that 
his  resignation  was  tendered  to  the  committee  prior  to  the  Federal 
examination.  It  was  a  period  of  time  when  the  institution  was  earn- 
ing in  net  worth  approximately  $7  million. 

Mr.  Wortley.  Did  he  receive  a  severance,  or  is  he  still  on  the 
payroll? 

Mr.  SuLUVAN.  At  that  point  in  time,  just  following  the  exit  of 
their  president,  who  received  |100,000  as  severance  pay,  Mr.  Salley 
had  been  there  for  27  years. 

He  requested  that  in  some  capacity  as  a  consultant  with  the  S&L 
that  he  stay  on  till  age  65,  some  type  of  continuing  salary  relatian- 
ship,  which  the  S&L  Board  of  Directors  chose  in  lieu  of  that  to 
award  him  in  the  neighborhood  of  $75,000,  which  was  vested  retire- 
ment, and  to  bring  his  future  salaries — I  beheve  Mr.  Salley  was  in 
his  mid-'50s — to  convert  his  future  salaries  into  some  type  of  annu- 
ity plan,  which  they  did  buy  from  him.  They  subtracted  any  type  of 
income  tax. 

I  understand  that  Mr.  Salley  left  with  approximately  $75,000  in 
cash  and  paid  up  emnuities. 

Mr.  Wortley.  How  much  did  you  say  that  annuity  was? 

Mr.  Sullivan.  I  believe  the  entire  compensation  of  Mr.  Salley 
was  in  the  neighborhood  of  $300,000,  including  income  taxes. 

Mr.  Wortu:y.  This  was  a  troubled  financlEil  institution  that  was 
rewarding  its  Chairman  of  the  Board  with  some  $375,000,  is  this 
what  you  are  saying? 
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Mr.  Sullivan.  No,  sir,  Mr.  Wortley.  lliat  included  the  $75,000. 
That  was  his. 

Mr.  WoRTXEY.  The  $75,000  was  included? 

Mr.  Sullivan.  At  the  point  in  time  when  the  Board  accepted  his 
resignation,  and  again  I  stress  it  was  before  their  Federal  examina- 
tion and  before  any  writedown  that  put  them  in  the  n^ative  net 
worth  position. 

Mr.  Wortley.  That  was  pretty  good  compensation  for  a  man  who 
WEks  presiding  over  an  institution  that  wasn't  doing  too  well,  I 
would  say. 

One  last  question,  what  percentage  of  the  assets  in  San  Angelo 
were  high  risk? 

Since  both  of  you  worked  with  the  bank  rather  closely,  I  am  sure 
you  know. 

What  percentage  of  the  assets  were  in  the  category  of  high  risk? 

Mr.  Sullivan.  I  presume  that  is  in  a  cat^ory  other  than  single 
family  residences. 

Mr.  Wortley.  Yes. 

Mr.  Sullivan.  I  cannot  answer  that.  I  have  no  idea. 

Mr.  Wortley.  I  wonder  if  before  you  folks  do  leave  here  today 
you  might  have  the  opportunity  to  call  that  bank  and  then  call  my 
office  and  leave  those  figures  for  me,  so  I  can  incorporate  them  into 
the  testimony  here. 

Would  that  be  possible? 

Mr.  Sullivan.  I  don't  know  if  they  would  share  that  information 
with  us  because  they  are  under  Federal  supervision,  and  I  am  not 
an  employee.  But  it  would  be  very  possible  to  call  and  ask  them.  I 
certainly  will.  I  do  not  know  if  they  will  share  that  information 
with  me. 

Mr.  Wortley.  Well,  it  certainly  would  be  helpful  to  us  to  know 
that  information  in  making  our  judgments. 

Thank  you  verv  much,  gentlemen,  for  your  testimony. 

Chairman  St  Germain.  Mr.  Klecdta. 

Mr.  Kleczka.  Thank  you,  Mr.  Chairman. 

Mr.  Chainnan,  you  read  to  the  committee  a  statement  by  Mr. 
Nowlan,  which  I  admit  it  was  profound,  and  knowing  the  panel 
members  had  an  objection,  I  reread  it  after  the  unanimous  vote, 
and  I  have  an  objM;tion.  Let  me  just  read  the  last  line. 

"Neither  the  FSLIC  nor  legitmiate,  well-managed  thrift  institu- 
tions should  be  required  for  the  excesses  of  those  memagements  not 
willing  to  play  by  the  rules." 

I  disagree  wiui  that  statement  because  I  also  have  a  problem 
|>ayiiig  increased  auto  insurance  rates  not  because  of  my  bad  driv- 
ing habits  but  because  of  neighbors'  and  because  we  are  in  the 
same  rating  group,  he  has  an  accident,  it  is  reflected  in  my  premi- 
ums. 

Etasically,  gentlemen,  that  is  the  basis  behind  insurance,  cmd 
FSLIC  is  an  insurance  corporation,  as  we  all  know,  and  I  think,  sad 
to  say,  some  of  the  excesses  have  gone  on  and  resulted  in  losses, 
and  now  all  of  you  through  your  institutions  have  to  pay  the  piper. 

And  it  seems  to  me  that  is  tiie  crux  of  what  we  are  talking  about 
here  through  the  recap  bill. 

I  agree  with  Mr.  Barnard,  who  indicates  that  the  speakers  who 
addr^sed  the  League  plem  all  seem  to  come  dovm  i  "F  it. 
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and  the  surprising  thing  on  the  League's  plan  is,  especially  know- 
ing what  we  now  know,  as  ftir  as  the  severity  of  the  problem,  the 
League  plan  is  totally,  woefully  inadequate  to  address  the  problem, 
and  I  would  have  hoped  that  you  gentlemen  here  today  would  have 
been  more  realistic  and  would  have  come  to  us  with  a  modified 
League  plan,  one  which  would  more  adequately  addr^  what  we 
are  facing  today. 

I  agree,  the  Treasury  plan  has  not  caught  on  fire  before  the  com- 
mittee, but  basically  the  League  plan  is  dead  in  the  water,  also. 

The  question  I  have,  and  I  would  like  to  direct  it  to  three  mem- 
bers of  the  panel,  and  it  is  based  on  the  statement  made  by  Mr. 
Turner,  who  indicates  we  got  in  this  together,  we  want  to  get  out  of 
it  together. 

But  it  seems  to  me  as  time  goes  on  I  hear  more  and  more  talk  of 
S&Ls  shifting  from  FSLIC  to  FDIC,  which  brings  us  to  the  question 
of  incorporating  in  the  bill  some  very  strong  language  regarding 
some  exit  fees. 

Let  me  ask  Mr.  Nowlin  to  respond  to  what  your  idea  of  exit  fee  is 
and  whether  or  not  you  support  them,  and  let  me  ask  Mr.  F(^e- 
man  to  respond  and  then  Mr.  Turner. 

Mr.  Nowlin.  Thank  you,  Mr.  Kleczka. 

We  support  the  principle  of  exit  fees,  which  should  be  affordable 
and  reasonable  but  consist  of  enough  money  to  discourage  whole 
sale  withdrawal  from  the  FSLIC. 

And  if  I  may,  sir,  let  me  add  one  thing.  There  may  be  just  a  little 
bit  of  a  misconception  about  which  plan  for  FSLIC  recap  is  being 
supported.  We  do  not  take  a  position  as  to  which  plan.  We  simply 
say  that  some  plan.  We  are  not  saying  only  the  U.S.  League  plan, 
but  some  plan. 

Mr.  Kleczka.  There  are  those  on  the  panel  which  did. 

Mr.  Nowlin.  Congressman  Barnard  also  referred  to  that,  too. 

Yesterday,  I  think  you  heard  testimony  from  several  witnesses 
that  did  espouse  the  Treasury  plan  or  the  administration  plan. 

So  I  think  perhaps  what  you  are  really  hearing  from  ail  of  us  is 
that  we  desperately  need  some  plan. 

Now,  many  of  those  here  this  morning  have  recommended  the 
U.S.  League  plan.  Perhaps  it  is  up  to  the  Congress  to  decide  which 
plan,  but  the  basic  measure  is  that  we  need  FSLIC  recapitalization. 

Mr.  RoEMER.  Jerry,  would  you  yield  on  the  exit  fee  to  our  wit- 
ness? 

Could  you  be  specific  on  the  exit  fee? 

You  said  something  reasonable  on  the  one  hand,  but  high  enough 
on  the  other  to  keep  anybody  from  using  it.  How  are  we  going  to  do 
that? 

Mr.  NowuN.  There  have  been  two  plans  that  I  am  aware  of  that 
have  been  proposed. 

One  is,  I  believe,  ten  annual  premiimis,  which  is  pretty  strong. 
Some  people  might  consider  that  to  be  prohibitive,  unpayable. 

There  is  another  plan  that  I  have  heard  that  talks  about  two 
annual  premiums  £uid  two  special  assessments. 

Mr.  RoEMER.  Which  one  meets  your  definition? 

Mr.  NowuN.  I  would  say  the  latter  comes  closer  to  what  I  would 
think  would  be  lai^  enough  to  be  significant,  but  affordable. 
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Mr.  Klbczka.  The  problem  of  affordability  is  that  it  is  to  your 
best  interest  to  pay  your  exit  fee  when  you  want,  unlike  my  auto 
insurance  example.  If  I  change  policies,  change  compemies,  which  I 
thought  would  be  the  comebfick  from  some  of  the  pimel,  if  I  am  the 
bad  actor,  I  bring  along  with  me  that  experience.  So  I  save  nothing 
premiumwise,  and  I  don't  think  that  two  and  two  is  the  thing  at 
which  we  are  looking  at. 

Mr.  Pogleman? 

Mr.  NowuN.  May  I  add  one  thing? 

Mr.  Klrczka.  No,  because — you  might  ade<|uately  respond  to  it, 
but  my  time  has  expired,  and,  Mr.  Chairman,  if  I  could  have  unani- 
mous consent  to  have  the  two  witnesses  respond  briefly? 

Chairman  St  Geshain.  Is  there  objection? 

|Tto  response.] 

Mr.  Kleczka.  Mr.  Fc^leman  and  then  Mr.  Turner,  very  briefly. 

Mr.  FoGLEBiAN.  Thank  you,  sir. 

I  do,  sir,  favor  an  exit  fee.  I  think  it  is  a  matter  of  preservation 
of  the  integrity  of  the  fiind.  An  exit  fee  has  to  be  a  part  of  our 
system.  It  would  simply  create  an  impossible  situation  if  there  was 
to  be  a  considered  exodus  or  walk  from  the  industry. 

I  believe  it  would  be  somewhat  presumptuous  for  me  to  attempt 
to  quantify  that  fee  just  in  the  very  brief  time.  The  numbers,  of 
course,  that  I  have  seen  are  up  to  1.3  percent  of  assets,  and  I  be- 
lieve we  give  a  range  of  about  .5  of  assets  or  .6  of  assets. 

But  I  am  just  plain  not  qualified  to  deal  with  that.  I  would  have 
no  objection  to  making  a  statement  on  it.  I  would  be  glad  to  study 
it  and  make  a  statement  in  the  record. 

Mr.  Klbczka.  If  you  could  send  to  the  committee  your  recmn- 
mendations,  we  will  be  moving  swiftly  on  it. 

Mr.  FoGLKMAN.  If  I  may  comment  on  the  U.S.  League,  my  prefer- 
ence for  the  U.S.  League  recap  plem,  I  am  simply  concerned  that 
the  money  be  wisely  spent. 

The  Treasury  Undersecretary  in  his  statement  before  this  com- 
mittee on  January  22  stated  that  only  $5  billion  a  year  could  be 
effectively  utilized  by  the  FSLIC.  So  there  is  no  point  in  creating  a 
$15  billion  fund  when  it  can't  be  spent. 

Mr.  Kleczka.  Mr.  Turner,  very  briefly? 

Chairman  St  Germain.  Mr.  Kleczka,  I  think  in  fairness  to  the 
others,  they  can  reply  in  writing,  but  we  should  proceed  to  the 
other  members  for  questioning  at  this  point  in  Ume. 

Mr.  Roemer  is  recognized. 

Mr.  RoEMEB.  Yes,  I  will  yield  to  Jerry  for  a  brief  statement  from 
Mr.  Turner  on  his  question. 

Mr.  Turner,  In  response,  I  don't  think  anyone  here  is  opposing 
the  Treasury  plan.  I  think  we  are  expressing  a  preference.  I  think 
most  of  us  were  on  record  for  that  preference  before  the  GAO 
study. 

I  might  quarrel  some  with  the  way  they  arrive  at  that.  I  think 
you  have  got  to  have  it.  The  more  you  are  going  to  put  into  the 
F^LIC  recap,  the  better  you  would  better  protect  it. 

Mr.  Roemer.  Thank  you,  Mr.  Turner.  Thanks,  Jerry. 

Back  to  the  question  Mr.  F(^leman  raised  in  regard  not  only  to 
the  abUity  to  wisely  spend  the  |5  billion  on  a  per  annum  basis,  in 
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his  testimony  he  talked  about  the  need  to  restructure  the  Federal 
Home  Loan  Bank  Board  System. 

I  wish  euiybody  who  would  like  to  comment  on  two  questions: 

A,  do  we  need  restructuring  for  the  purposes  of  continuity  and 
competency? 

And,  B,  if  that  is  a  "yes,"  should  it  be  part  of  this  package?  Is  it 
of  primary  and  foremost  concern,  equal  to  the  questions  of  foreclo- 
sure emd  funding? 

Could  I  have — would  anybody  like  to  address  that? 

And  if  you  are  silent  on  the  question,  I  will  assume  that  Mr.  Fog- 
leman  is  wrong.  A,  we  don't  need  it.  B,  it  is  unimportant. 

Mr.  Hudson.  Well,  not  at  all.  A,  we  do  need  it.  B,  it  should  be 
part  of  this  package  in  order  to  protect  your  investment. 

It  is  like  a  lot  of  insurance  companies,  and  I  will  take  his  exam- 
ine here  on  the  automobile  insurance.  There  were  a  lot  of  people 
that  rushed  out  with  lower  premiums  and  got  themselves  hung, 
and  we  have  got  a  lot  of  bad  automobile  insurance  companies  right 
now. 

I  don't  want  to  follow  their  example. 

Mr.  RoEMBR.  Excuse  me,  Mr.  Hudson.  Let  me  keep  you  on  tite 
question  of  restructuring. 

Now,  we  are  trying  to  put  a  bill  together,  a  serious  business, 
tough  work.  It  will  be  imperfect. 

Now,  we  don't  get  you  often.  Now,  give  it  to  me  straight. 

Is  restructuring  part  of  this  package?  Should  it  be?  Any  advice 
on  how  to  do  it? 

Now,  stick  with  me  right  on  the  point,  anybody'. 

Mr.  Hudson.  The  answer  is  "yes,"  and  the  answer  is  that  I  will 
answer  to  the  committee  in  writing  immediately.  It  is  not  some- 
thing that  can  be  done  here  today,  with  the  time  constraints  that 
we  have. 

Mr.  RoBMEH.  Very  good. 

Anybody  else? 

Mr.  Turner.  Mr.  Roemer,  yes,  it  should  be;  no,  it  should  not  be  a 
peirt  of  this  package. 

Mr,  Roemer.  Anyone  else  for  the  record? 

[No  response.] 

Mr.  Roemer.  Thank  you,  Mr.  Chairman. 

Chmrman  St  Germain.  Mr.  Nowlin,  I  am  going  to  give  you  the 
opportunity  to  give  your  version  on  insurance. 

Mr.  NowuN.  Thank  you. 

In  response  to  Mr.  Kleczka's  example,  I  agree  that  the  principle 
of  insurance  is  that  we  pay  for  the  losses  of  our  neighbor,  like  he 
said,  but  I  don't  think  we  like  to  pay  for  the  fraudulent  claims  that 
are  turned  into  the  insurance  company. 

And  I  think  that  is  an  example  of  the  type  of  thing  that  I  re- 
ferred to  in  my  comment,  is  where  the  rules  are  absolutely  violat- 
ed, just  incredible  excesses  are  done,  and  that  ends  up  beuig  paid 
for  by  the  FSLIC  and  ultimately  by  the  people  who  pay  the  premi- 
ums. 

Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Bartlett. 

Mr.  Bartlett.  Thank  you,  Mr.  Chairman. 
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I  want  to  thank  all  the  witnesaes  and  the  Chairman's  selection  of 
the  witnesses  today.  I  think  the  witnesses  have  brought  tt^ether  a 
vei7  real  world  perspective  on  both  the  problem  and  the  solution 
and  the  direction  of  the  solution. 

The  fftct  is  that  we  have  a  problem.  It  is  an  enormous  problem.  It 
is  a  large  problem,  and  it  is  national  in  scope,  and  if  we  do  nothing 
or  do  the  wrong  thing,  that  problem  will  damzige  all  depositors,  in- 
sured depositors  in  this  country,  and  that  includes  depositors  in 
Connecticut  as  well  as  Texas  £uid  Kentucky  as  well  as  Iowa. 

One  of  the  things  that  you,  the  witnesses,  have  really  brought 
out  is  that  there  is  a  wide  range,  and  the  word  "forbearance"  has 
perhaps  become  the  most  overused  word  in  this  entire  debate  be- 
cause of  its  complexity.  Perhaps  what  you  have  advocated  more 
precisely  is  r^^atory  reform  or  putting  some  realism  into  the  r^- 
ulatory  structure. 

It  will  do  two  things.  First,  stop  having  the  regulations  them- 
selves add  to  the  problem.  The  problem  is  economic  and,  second,  to 
then  construct  a  way  that  we  can  work  our  way  out  of  the  problem. 

The  fact  is  there  are  far  more  institutions  that  are  losing  money 
and  today  have  a  negative  net  worth,  leaving  aside  the  3  percent 
requirement,  than  recapitalization  could  possibly  close  down  and 
Aind. 

So  we  have  to  find  a  way,  as  you  advocated,  to  begin  to  work 
those  problems  out. 

This  leads  me  to  my  first  question.  Several  of  you  brought  it  up 
in  your  testimony,  but  I  would  just  want  you  to  expand  on  it  if  you 
would  choose,  or  others,  and  that  is  the  issue  of  closing  down  insti- 
tutions that  are  nonviable. 

We  heard  yesterday  that  there  are  a  number  of  institutions,  and 
I  think  you  have  alluded  to  it,  that  just  simply  cannot  be  made  to 
be  viable  and  cannot  be  worked  out  under — I  think  in  the  words  of 
one  witness  yesterday — that  are  brain  dead. 

In  your  judgment,  should  those  nonviable  institutions  be  closed, 
melted  with  others,  sold,  or  something  else  happened  to  them  so 
that  they  are  closed  so  that  the  rest  of  the  industry  can  survive? 

And,  in  your  judgment,  is  there  anything  that  you  have  recom- 
mended today  or  anything  in  the  legislation  that  I  have  offered 
that  would  prevent  the  closing  of  institutions  that  just  simply 
cannot  be  retrieved  they  are  so  deeply  insolvent? 

Mr.  Nowlin? 

Mr.  NowuN.  Yes,  I  would  agree  that  they  should  be  closed  as 
soon  as  is  possible  and  that  the  assets  should  be  dealt  with  in  a 
very  orderly  way. 

I  believe  Mr.  Green  yesterday  testified  at  some  length  on  that.  I 
think  we  would  personally  have  to  agree  with  that. 

In  order  to  stay  funded,  they  have  to  pay  much  higher  rates, 
which  raise  the  entire  level  of  interest  rates  that  we  have  to  pay, 
which  I  am  sure  is  bad  news  for  Mr.  Hudson,  since  he  is  a  deposi- 
tor. 

But  it  is  a  fact  that  the  rates  in  Texas  are  probably 

Mr.  Baktlbtt.  Mr.  Turner,  you  testified  that  something  like  46 
percent  of  the  thrifts  in  Kansas  have  negative  income  or  lost 
money  last  year. 
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In  your  opinion,  is  a  iai^e  percentage  of  those  the  result  of  ^re- 
giouB  mismanagement  practices  or  the  result  of  something  else, 
and  if  there  are  those  that  are  just  simply  nonviable,  should  they 
be  closed,  or  what  should  we  do  with  them? 

Mr.  Turner.  We  went  from  20  percent  negative  at  the  end  of  the 
first  quarter  to  32  percent  the  second  quarter,  46 — it  tracks  along 
with  the  new  classification  of  Eissets  and  increased  writedown  of 
loans.  That  doesn't  mean  those  institutions  are  failing,  but  we  are 
eroding  their  net  worth. 

So  your  proposal  for  forbeartmce  has  a  direct  impact  on  that. 

But  our  proposal — and  I  think  everyone  here — to  borrow  some- 
one else's  expression,  what  we  are  really  trying  to  do  is  heal  the 
sick;  we  are  not  trying  to  raise  the  dead. 

It  is  a  two-part  prc^fmi.  The  FSLIC  will  have  to  take  care  of  the 
failed  institutions.  We  hope  forbearance  will  buy  the  time  that  it 
doesn't  have  to  take  care  of  a  larger  number. 

Mr.  Bartlett.  The  purpose  of  forbearance  is  to  work  our  way  of 
the  problems  of  the  ones  that  can  be  worked  out  through  recapital- 
ization and  to  close  down  the  others  in  an  orderly  manner.  Mr. 
Turner,  Mr.  Nowlin,  Mr.  Roby  and  others,  you  all  in  some  way 
react  to  what  kind  of  mandate  we  should  give  to  the  Bank  Board.  I 
just  want  to  pose  this  question  to  you.  The  Bank  Board  did,  and  I 
think  the  country  as  a  whole  is  developing  a  consensus  toward 
combining  some  kind  of  forbearance  legislation  with  recapitaliza- 
tion. 

If  you  were  in  our  shoes,  how  much  of  a  mandate,  how  sjpecific 
would  you  be  in  our  mandate  to  the  Bank  Board,  in  terms  of  r^u- 
latory  reform?  Would  you  do  enough  to  be  certain  that  we  would 
know  what  the  results  are  going  to  be,  or  would  you  just  accept  the 
Bank  Board's  proposal  today  and  assume  that  the  problems  would 
be  worked  out?  Mr.  Gross? 

Mr.  Gross.  I  think  the  Congress  needs  to  be  specific.  I  think  the 
Bank  Board  has  good  intentions.  I  think  the  proposals  to  date 
would  be  inadequate  to  solving  the  problem.  And  again,  we  are  dis- 
cussing the  size  of  the  losses,  the  size  of  the  money  needed.  Again,  I 
think  with  your  forbearance  proposals,  the  dollars  needed  will  be 
far  less,  and  without  your  forbearance  proposals,  I  think  that  $25 
billion  might  not  even  be  enough. 

Mr.  Turner.  Mr.  Bartlett,  I  think  if  we  all  put  our  list  In,  that 
list  gets  terribly  encompassing.  As  you  know,  the  U.S.  League  had 
a  special  committee  that  did  list,  and  you  incorporated  several  of 
those,  in  which  there  was  a  consensus  in  two  or  three  areas — 
GAAP  accounting,  rescisison  of  the  R-41(c)  appraisal,  changed  in 
classification  of  assets.  I  think  you  addressed  the  m^jor  problem 
areas.  "To  get  beyond  that,  then,  I  think  we  are  back  to  square  one 
of  are  you  going  to  list  eill  of  them  in  some  type  of  legislative  pro- 
posal. And  you  will  have  to  come  back  and  address  that  at  a  later 
date. 

Mr.  Bartlett.  My  time  has  expired,  but  I  will  come  back  to  it  on 
the  second  round.  But  generally,  you  are  saying,  be  specific,  the 
Bank  Board  proposals  didn't  go  far  enough.  We  need  only  those 
items  for  which  there  is  a  genuine  consensus  that  has  developed. 
Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Vento. 
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Mr.  Vento.  Thank  you,  Mr.  Chairman.  The  measures  that  fire 
being  considered  before  us  on  forbettrance,  attempt  to  define  the 
area  of  an  S&L  located  in  an  economically  depressed  r^on  or  that 
has  a  significant  portion  of  its  loans  in  such  an  area.  For  most  of 
this,  this  term  probably  translates  into  some  of  the  problem  areas, 
such  as  the  oil  areas  or  the  agricultural  areas. 

Do  you  think  that — as  an  exEunple,  I  am  from  Minnesota,  or  for 
instance,  Iowa  S&Ls — would  that  be  eligible  for  such  forbearance 
under  such  a  type  of  policy? 

Is  it  your  assumption  that  these  areas  are  eligible  or  what?  Yea. 

Mr.  RuMBLEY.  May  I  address  that?  I  used  some  figures.  Iowa  has, 
at  times,  been  capital-long,  and  we  have  been  very  active  in  the 
secondary  market.  So  we  have  a  meyor  investment  in  the  Texas 
area.  We  should  be  able  to  get  the  same  kind  of  relief  for  our  in- 
vestment located  in  that  area,  as  if  we  were  domiciled  there.  Like- 
wise, at  other  times,  we  have  sold  about  an  equeil  amount  in  Iowa, 
and  Iowa  is  quite  depressed  for  agricultural  reasons.  So  somebody 
out  there  In  a  State  or  an  area  that  may  not  be  defined  as  economi- 
cally depressed,  are  holding  loans  from  Iowa  that  should  be  identi- 
fied as  economically  depre^ed. 

Mr.  Vento.  But  this  seems  to  suggest  that  there  would  be  loans 
in  such  an  area — in  other  words,  it  sounds  as  though  they  are 
going  to  define,  by  regulation,  specific  areas  that  have  problems 
and  other  areas  that  don't.  So  I  meem,  it  is  going  to  be  kind  of  diffi- 
cult, I  guess,  to  determine  that,  isn't  it?  In  other  words,  it  is  going 
to  be  left  up  to  the  regulator  to  define  it. 

Mr.  RuMBLEY.  When  we  were  furnished  information  for  this 
hearing,  there  were  four  different  types  of  maps  identified  by  four 
different  criteria  identifying  States  that  could  be  considered  eco- 
nomically depressed.  So  I  am  suggesting  there  probably  are  some 
pretty  good  guidelines  that  could  be  developed. 

Mr.  Vento.  Those  things  are  maps  from  the  U.S.  League  of  Sav- 
ings. I  appreciate  their  best  guess  at  what  this  will  do,  but  that 
doesn't  nec^uanly  satisfy,  definitively,  what  the  areas  are.  You 
know,  the  problem  that  I  guess  you  get  down  to  is,  is  it  right,  for 
instance  to  have  basically  a  double  standard?  If  you  happen  to 
have  loans  in  these  areeis,  and  you  are  well-managed  and  you  have 
problems  or  you  happen  not  to  have  loans  in  these  areas  and  you 
are  well-managed,  then  you  are  going  to  treat  a  particular  finan- 
cial institution  differently,  and  you  have  the  same  sort  of  net 
worth  and  the  same  sort  of  problems.  Isn't  that  what  we  are  get- 
ting down  to? 

Mr.  RuMBLEY.  It  seems  that  a  well-managed  forbearance  plan 
would  benefit  all  S&Ls.  It  refilly  wouldn't  be  a  double  system.  The 
S&Lb  that  do  not  have  investments  in  depressed  areas,  they  would 
benefit  by  having  the  FSLIC  in  place  and  the  rates  steady. 

Mr.  Vento.  I  think  there  might  be  some  tangential  benefit,  but 
the  fact  of  the  matter  is,  it  is  hard  to  benefit  when  you  are  out  of 
business,  when  you  are  foreclosed  upon,  when  you  are  merged,  you 
are  eliminated.  Obviously,  you  are  being  treated  substantially  dif- 
ferent than  someone  who  happens  to  have  an  investment  in  Iowa 
farmland  as  opposed  to  someone  that  had  an  investment  in  some 
other  activity — condominiums  in  Minneapolis  or  something — that 
didn't  take  out,  which  may  be  reasonable  and  prudent,  and  you 
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may  think  it  meets  all  the  other  tests.  I  am  just  trying  to  point 
what  I  think  is  the  obvious  that  is  not  being  discussed  here  today. 
If  you  can  suggest  that  they  are  going  to  be  able  to  split  the  hairs 
on  that,  I  would  like  to  hear  from  them  at  this  time. 

Mr.  GuiDRY.  Mr.  Chairranan,  if  I  may,  I  would  like  to  mention 
something  on  that  subject.  As  to  my  testimony,  in  having  an  equal 
distribution  of  distress  throughout  this  country,  through  a  personal 
experience  of  ours,  when  our  Circuit  9  v/as  discussing  the  restruc- 
turing of  FSLIC.  I  would  like  to  mention  the  restructuring  of  our 
Lafayette  Building  Association,  which  is  an  association  that  I 


Three  events  happened  in  our  restructuring  area.  We  sold  somfr 
$15  million  worth  of  loans  to  help  increase  our  earning  position- 
That  result  led  to  a  $2  million  amortization  loss  over  the  next  2(k 
years,  drainage  on  and  because  of  poor  management  of  institutions, 
cost  our  institution  $3  million  over  the  last  4  years — well,  it  hap- 
pened in  2  years  really — because  of  excessive  interest  rates  we  had 
to  pay  to  keep  those  poor-managed  institutions  afloat.  And  in  refer- 
ence to  our  insurance  question,  we  spent  $280,000  last  year  in 
excess  premiums  to  FSLIC. 

Our  concern  in  endorsing  the  League  in  small  dollars  rather 
than  in  the  Treasury  in  large  dollars  is  simply  because  we  don't 
exactly  know  what  our  industry  needs  to  get  together  and  afford 
some  of  those. 

Mr.  Vento.  Let  me  just  reclaim  my  time.  I  have  one  additional 
question.  I  understand — I  wsmt  to  give  you  some  time  to  explain 
that,  because  I  understand  it  impacts  on  you,  and  that  is  what  you 
are  here  for.  But  the  other  question  I  have  for  your  consideration, 
gentlemen,  is,  if  we  are  successful — in  other  words,  I  am  assuming 
that  this  forbearance  language  has  some  Impact,  and  you  keep 
these  institutions,  aome  1100  institutions  with  less  than  3  percent 
ratio  of  capital  to  assets,  and  some  have  zero — about  half  of  them 
have  less  than  zero,  and  many  of  those  are  nonprofitable,  that  we 
keep  Bome  of  them  in  the  marketplace,  bidding  for  deposits.  Hiey 
are  goii^  to,  in  fact,  bid  up  interest  rates,  in  terms  of  that  role.  In 
other  words,  they  have  to  be  more  successful  than  what  our  institu- 
tions have  to  be. 

So  I  think  the  problem  is,  you've  really  got  a  double  problem 
here.  You've  got  the  increaaed  necessity,  in  terms  of  FSLIC  funding 
with  forbearance.  Most  of  the  savings  and  loan  associations  are 
asking  for  a  smaller  program  with  forbearance  and,  of  course,  with 
higher  interest  rates,  very  likely,  in  terms  of  bidding  up  those  fi- 
nancial institutions  that  are  impacted,  there  are  more  of  them  in 
the  market,  they  are  going  to  bid  up  the  rates.  And  of  course,  with 
the  possibility  then  of  keeping  in  place  higher  assessments  to  pay 
for  that,  because  the  fund  will  need  that.  Either  that,  or  it  is  going 
to  have  to  eat  up  the  borrowing  that  is  occurring. 

So  you've  got  a  multiplicity  of  problems  that  exist  here,  and  I 
still  don't  think  that  the  double  standard  issue  has  necessarily 
been  emswered.  I  am  bothered  by  the  geographic  area.  I  am  not 
bothered  by  forbearance,  but  1  am  bothered  by  the  concern  that 
someone  is  going  to  fall  between  the  cracks,  because  1  think  that 
the  area  issue  is  a  parameter,  and  it  does  mean  something. 
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Mr.  TuKNES.  Mr.  Vento,  we've  had  that  discriminatory  thing 
before.  This  Congress  granted  the  independent  capital  certificates. 

Mr.  Vento.  My  time  has  expired.  I  regret  that,  Mr.  Turner. 

Chairman  St  Germain.  Mr.  McCimdless. 

Mr.  McCandlkss.  Hiank  you,  Mr.  Chairman.  Gentlemen,  I  would 
like  to  talk  about  the  recapitalization  aspect  of  our  discussion,  real- 
izing that  there  has  to  be  some  direction  in  the  forbearfince  area, 
but  it  is  still  an  unknown  quantity.  We  have  a  serious  psychologi- 
cal pn^lem  that  is  beginning  to  generate.  Mr.  Hudson  mentioned 
something  about  the  way  people  feel  out  there  in  the  hinterlands, 
that  you  need  to  have  people  on  the  s^.  I  would  venture  an  opin- 
ion that  about  435  of  us  will  spend  time  in  our  districts  and  can 
correspond  accordingly  to  who  has  problems.  Hopefully,  ft*om  time 
to  time,  we  will  find  a  eolution.  The  point  I  am  getting  to  is,  that 
the  public  debt,  both  nationally  and  international,  the  solvency  of 
our  financial  in^tutions  and  our  financial  system  have  become,  in 
my  district,  of  greater  importance  to  the  aversee  person  than  what 
is  going  on  in  Central  America,  Europe  or  some  other  aspect  of  the 
spectrum  of  congressional  responsibility. 

Now  when  we  get  to  a  recapitalization  situation  and  we  say,  well, 
we  can  only  use  $5  billion  a  year,  so  therefore,  there  is  no  point  in 
going  beyond  that,  but  then  there  is  an  additional  amount,  either, 
say,  in  the  ninth  month  or  the  thirteenth  month,  and  maybe  a 
little  later  on  another  five,  and  each  time  this  takes  place,  there  is 
a  large  wave  that  comes  across  the  philosophy  or  p8ychol(^y  of  the 
ai«rage  investor  that  would  not  be  there,  if  that  original  sb-ucture 
permitted  this  at  a  laiger  number,  realizing  the  proposal  by  the 
Treasury  Department  says  the  instrument  will  only  be  sold  when 
they  are  needed,  and  the  assessment,  if  I  understand  it  correctly,  is 
not  $20  million  today,  that  we  will  use  over  the  next  4  years,  3 
months  or  whatever  it  might  be,  but  when  actually  needed.  I  find  it 
difficult,  in  view  of  the  psycholo^  of  the  person  out  there,  why  the 
savings  and  loan  people  are  saying,  no,  we  don't  like  the  tretisury 
program,  because  they  can  only  use  so  much  per  year,  or  it  would 
be  too  coBtly  in  the  loi^  run.  And  I  don't  understand  that,  because 
you  are  only  going  to  be  selling  these  instruments  as  you  need 
them. 

So  then  one  would  say,  well,  is  a  low  level  of  recapitalization  ac- 
tually a  self-instituted  forbearance  that  would  permit  institutions 
to  continue  to  function  that  really  should  be  looked  at  in  another 
direction,  witii  the  idea  in  mind,  it  is  costing,  according  to  the 
Htnne  Lean  Bank  Board,  $6  million  a  day  against  FSLIC,  to  keep  a 
lot  of  these  places  open,  if  you  don't  get  some  kind  of  an  altema- 
tive. 

So  now  if  anyone  would  like  to  answer,  why  is  the  Treasury  De- 
partment's program  fiawed,  if  my  understeuiding  of  it  is  correct, 
and  we  need  to  address  that  psychological  problem  of  the  people 
out  there  in  our  districts  that  write  me  and  visit  with  me  and 
phone  me? 

Mr.  Gross. 

Mr.  Gboss.  Of  course,  our  institution  has  not  taken  a  position. 
We  have  no  objection  to  the  Treasui^,  as  ojiposed  to  tne  U.S. 
League  position.  We  just  really  feel,  whichever  is  adopted,  the  for- 
bearance is  so  critical,  because  that  will  probabiy  greatly  reduce 
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the  total  dollars  that  eventually  get  demanded  under  either  pro- 
gram. 

Mr.  McCandless.  Mr.  Fogleman,  you  come  from  another  part  of 
the  country.  Is  this,  really,  you  think,  an  attempt  on  the  pfirt  of  the 
industry  to  build  in  forbearance,  because  they  are  not  sure  where 
the  Home  Loan  Bank  Board  is  going  to  come  down? 

Mr.  Fogleman.  Y^,  sir.  As  I  stated  in  my  testimony,  I  have  felt 
for  a  long  number  of  years  that  the  group  of  five  to  seven  people  on 
a  committee  such  as  this  makes  a  better  decision  than  one  or  two 
people  do.  That  has  been  my  rationide.  So  many  of  these  judgment 
calls  need  to  be  made  by  the  Board  or  by  the  committee  rather 
than  a  small  group  of  one,  two  or  three  people,  as  we  currently 
have,  and  I  feel  that  the  comfidence  of  the  members  in  the  indus- 
try would  be  significantly  greater.  If  we  were,  in  fact,  dealing  witii 
a  board  of  more  than  three  people.  In  the  refunding  plan,  for  exam- 
ple, I  think  we  would  have  had  less  aversion,  and  I  do  have  aver 
sion  to  funding  more  than  can  be  used  by  those  who  are  supposedly 
experts  at  such  matters.  They  say  only  $10  billion  can  be  used  over 
the  next  2-year  period  of  time. 

Mr.  McCandless.  Do  I  think  I  think  I  am  overreacting  because  of 
what  people  tell  me  about  our  financial  institutions  and  what  that 
might  create  in  the  way  of  a  run  on  institutions  who  do  not  have 
the  money  to  pay  people? 

Mr.  Fogleman.  Well,  sir,  I  frankly  do  not  see  that  there  has 
been  a  shortage  of  funds  in  any  particular  thing.  It  is  a  perceived 
thing  that  there  is  a  shortage  of  funds  to  be  withdrawn.  I  think,  in 
actuality,  the  two  are  not  really  the  same  thing  in  net  worth. 

Mr.  McCandless.  I  meant  a  run  on  the  bank  because  of  a  feeling 
that  I  had  better  get  my  money  now,  because  it  might  not  be  there 
later,  irrespective  of  FSLIC,  FDIC  or  whatever. 

Mr.  Fogleman.  Sir,  all  I  can,  of  course,  give  you  is  my  opinion, 
which  may  not  be  very  valuable,  but  I  simply  do  not  see  that  the 
public  would  perceive  any  difference  between  $10  billion  in  avail- 
able funds  over  2  years  or  $15  million  or  $20  billion  over  3  or  4 
years.  I  don't  see  that  that  would  have  any  difference  in  public  per- 
ception. 

Mr.  McCandless.  My  time  is  up.  Thank  you. 

Chmrman  St  Germain.  Mr.  Hubbard. 

Mr.  Hubbard.  Thank  you,  Mr.  ChairmEUi. 

You  mentioned  yesterday  that  on  October  21  of  last  year  House 
Speaker  Jim  Wright,  the  Majority  Leader,  and  I  met  in  Ft.  Worth 
with  very  concerned  S&L  officifils  in  the  Ft.  Worth/Dallas  area. 

This  very  morning  I  met  with  the  savings  and  loan  officials  from 
Kentucky,  and  our  Kentucky  delegation  met  with  about  20  of  the 
S&L  leaders. 

At  the  October  21  meeting  in  Texas  and  again  this  morning, 
r^ht  here  this  morning  in  2105  Raybum,  the  S&L  lefiders  have 
been  expressing  their  concerns  and  even  their  distrust  about  the 
Federal  Home  Loan  Bank  Board. 

They  also  had  interesting  comments  in  Texas  on  October  21  and 
again  this  morning  about  Mr.  Edward  Grey,  Chairman  of  the  Fed- 
eral Home  Loan  Bank  Board. 
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Would  any  of  you  gentlemen  like  to  express  your  thoughts  re> 
garding  the  Federiil  Home  Loan  Bank  Board  and/or  Chairman 
Grey  at  this  time  in  this  forum? 

It  is  helpful  information  for  members  of  the  House  Financial  In- 
stitutions Subcommittee. 

Mr.  Hudson.  Mr.  Hubbard,  I  think  I  told  you  on  October  21  back 
in  Ft.  Worth,  Texas  that  most  of  these  institutions — I  am  talking 
about  the  savings  and  loan  institutions  themselves — are  going  to  be 
reluctant  to  face  the  Gestapo,  and  I  am  speaking  now  of  the  Feder- 
al Home  Loan  Bank  examiners. 

What  I  am  saying  to  you  is  that,  yes,  they  are  afraid.  Th^  are 
aA^d  of  tactics  that  were  just  talked  about  here  by  Mr.  Stiuivan 
and  by  Mr.  Darby  of  having  their  institutions  overrun  by  examin- 
ers the  very  next  day. 

They  are  going  to  be  concerned  with  havii^  all  41(c)  appraisals 
done  on  all  of  their  properties.  That  is  a  punishment,  my  friend. 
That  is  the  tool  of  punishment. 

Now,  they  come  in  and  they  say  to  you,  well,  we  have  got  to  see 
about  wheuier  this  is  solvent.  What  they  do  is  they  send  the  exam- 
iner in,  and  he  says  we  want  our  41(c)'8  on  all  these  properties. 

The  cost  is  prohibitive.  It  is  going  to  put  you  out  of  business.  It  is 
a  self-fiiUilling  prophecy,  and  that  is  what  you  are  up  against,  and 
that  is  why  you  are  not  going  to  get  really  direct  answers  out  of 
savings  and  loan  people. 

Mr.  Hubbard.  Yesterday,  when  I  asked  Mr.  Roy  Green  and 
Joseph  Selby  about  the  comments  that  were  made  in  Ft.  Worth, 
they  seemed  shocked. 

Mr.  Hudson.  I  am  sure  they  are  shocked  and  surprised,  as  is  the 
man  who  ran  Treblinka.  He  is  now  caught. 

1  don't  think  there  is  any  question  about  it.  It  is  a  discriminatory 
matter. 

If  you  are  in  the  business  and  you  step  up  and  you  say,  hey,  I 
don't  like  the  action,  they  say  get  some  more  appraisers. 

Mr.  Hubbard.  Who  would  like  to  follow  the  lead  of  Mr.  Hudson? 
How  about  some  others  of  you  r^arding  your  opinion  about  the 
FederEil  Home  Loan  Bank  Board  and/ or  Chairman  Grey? 

[No  response.] 

Mr.  Hubbard.  At  the  breakfast  this  morning  it  was  mentioned 
that  they  opposed  the  Treasury  plan.  Some  of  the  S&L  folks  from 
Kentucky  said  that  they  distrusted  the  Federal  Home  Loan  Bank 
Board. 

Mr.  Turner,  what  about  you?  What  about  this  $5  billion  a  year 
that  is  questioned  by  the  Treasury? 

Undersecretary  George  Gould  has  said  that.  Do  you  agree  with 
the  statement  of  the  Treasury,  with  Treeisury  Undersecretary 
Gould? 

Mr.  Turner.  I  think  there  is  concern  as  to  how  the  money  would 
be  spent,  but  I  think  that  some  of  the  concern  has  been  moderated 
l^  what  we  view  as  the  consideration  by  this  committee  of  forbear- 
Emce.  Absent  forbearance,  then  we  are  hack  to  a  money  only  solu* 
tion. 

So  you  have  a  question  in  how  wisely  is  that  money  going  to  be 
spent. 
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I  still  think  if  you  combine  the  two — I  don't  have  the  wisdom  to 
tell  you  what  that  dollar  amount  might  be.  I  know  what  the  prefer- 
ence is,  for  a  leBser  amount,  but  events  have  changed,  other  things 
have  changed  that.  I  am  not  sure  I  am  wanting  to  embrace  $16  bu- 
lion  at  this  point. 

But,  yes,  there  are  concerns  out  there,  and  we  have  tried  to  draw 
a  conBensuB  of  everyone  to  support  a  prc^am. 

Mr.  HuBBABD.  In  cloBing,  let  me  just  say  that  this  morning  1  dis- 
covered that  some  of  my  colleiigues  from  Kentucky  were  assuming 
that  the  recapitalization  plan  for  the  Federal  Savings  and  Loan  In- 
surance Corporation  was  out  of  the  Federal  budget.  I  was  surprised 
that  they  thought  that,  but  some  of  them  did,  and  they  had  been 
informed  by  the  S&L  people  that,  no,  this  did  not  come  out  of  the 
Federal  budget,  this  is  not  a  taxpayer  expense. 

I  assure  you  that  perhaps  there  are  some  Members  of  the  Hous^ 
and/or  Senate  from  your  respective  States  which  m^ht  not  know 
that  this  recapitalization  plan  would  be  not  at  taxpayer  expense. 

Thank  you,  gentlemen,  for  being  with  us.  My  time  has  expired. 

Chairman  St  Germain.  Mr.  Parris? 

Mr.  Pahris.  Thank  you,  Mr.  Chairman. 

The  thread  in  the  testimony  of  all  you  gentlemen  is  forbearance. 
I  understand  your  desire  for  forbearance.  I  can  see  some  justifica- 
tion in  the  major  portions  of  credits  are  for  home  ownership,  but 
commercial  real  estate,  construction  and  acquisition  and  develop- 
ment costs  are  something  else  aigstin. 

There's  all  manner  of  speculation,  condos,  et  cetera. 

Is  there  anybody  here  that  does  not  consider  the  extension  of 
credits  for  commercial  properties? 

[No  response.] 

Mr.  Parris.  Apparently  not. 

Is  there  anybody  here  that  disagrees  with  the  statement  that 
real  estate  and  land  values  in  your  area  have  declined  in  the 
recent  past? 

[No  responsej 

Mr.  Parris.  Does  anybody  disagree  that  there's  depressed  securi- 
ty values,  nonperforming  loans,  and  an  excess  of  current  market 
vedues  in  many  properties  in  your  area? 

[No  response.] 

Mr.  Parris.  Apparently  not. 

Mr.  RoeMER.  Stan,  would  you  yield? 

I  didn't  hear  your  first  question,  Stan.  Could  you  repeat  it  again? 
I  am  twii^  to  keep  up. 

Mr.  Parris.  I  will  tell  you  later.  Buddy.  You  got  to  pay  attention. 
We  are  going  to  have  a  quiz  later. 

Chairman  St  Germain.  Stan,  excuse  me,  but  I  think  the  panel 
didn't  get  it  either. 

Mr.  RoEMER.  You  are  just  going  through  it  too  fast,  man.  Give  it 
a  shot. 

Mr.  Parris.  I  apologize,  gentlemen,  if  I,  in  my  slow  Virginia. 
Southern  way,  confused  you,  but  I  am  tr3ang  to  get  some  facte  in 
the  record. 

Forbearance  assumes  that  institutions  will  continue  to  operate 
until  re[>o8Be8sed  properties  and  bad  loans  regain  sufficient  value 
to  return  them  to  solvency. 
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Does  everybody  agree  with  that? 


K£ 


.  Pareis.  But  would  you  also  agree  that  rarely,  if  ever,  will  an 
already  built  building  sell  for  more  thetn  the  current  cost  of  build- 
ing a  new  comparable  building? 

The  question  is: 

Why  would  anyone  pay  more  for  an  older,  used  building  than 
they  would  pay  for  a  comparable  new  building  to  be  constructed? 

Not  now,  Mr.  Hudson,  I  don't  have  any  time.  I  will  get  to  you  in 
just  a  minute. 

The  recent  tax  bill  is  another  question.  It  has  lowered  commer- 
cial property  values,  in  my  opmion,  by  something  like  around  25 
percent  in  most  areas  of  the  country.  We  have  got  reduced  tax  ben- 
etits. 

In  addition  to  that,  you  have  ^  to  take  the  question  of  carrying 
costs,  including  interest,  depreciation,  maintenance  expenses,  utili- 
ties, and  all  the  balance. 

Those  who  believe  the  real  estate  market  in  their  ju^a  will  be 
weak  for  the  next  2  years,  rsuse  your  hand. 

[Show  of  hands.] 

Mr.  Parris.  Almost  everybody. 

Those  who  beUeve  rents  will  continue  to  be  weak  for  the  foresee- 
able future,  raise  your  hand. 

[Show  of  hands.  J 

Mr.  Parris.  Almost  everybody.  It  is  half,  at  least. 

Now,  let  me  give  you  an  example  of  forbearance.  If  you  have  got 
a  building  that  cost  $6  million — and  you  could  add  as  many  zeros 
behind  aO  this  as  you  want  to — if  the  building  cost  $6  million,  the 
land  is  $2  million,  and  it  was  built  last  year,  when  you  add  the  car- 
rying cost  and  all  the  rest  of  it,  by  the  time  you  finish  in  1992  you 
have  spent  12,300,000  bucks. 

You  build  a  new  building  in  1992  under  the  assumptions  that 

?ou  gentlemen  just  agreed  to,  that  same  building  will  cost  you 
,600,000  bucks,  $4.7  million  difTerence,  so  that  the  existing  build- 
ii^  built  in  1986  has  $4.7  million  less  value  than  the  new  building 
bmlt  in  1992. 

If  you  make  those  assumptions,  now  the  only  assumptions  that 
would  lead  you  to  an  optimistic  conclusion  on  commercial  forbear- 
ance is  that  you  have  a  strong  market  recovery  in  1987,  which  we 
can  argue  about,  that  you  have  all  the  excess  done  in  1990 — if  that 
happens  in  Houston,  I  will  eat  it,  this  report — that  interest  rates 
moderate,  that  operating  incomes  dramatically  improve,  you  have 
just  said  you  don  t  believe  in  any  of  that. 

Now,  if  that  is  a  correct  assumption,  gentlemen,  then  the  scenar- 
io for  the  forbearance  on  commerci^lproperties  is  too  rosy  a  sce- 
nario for  us  to  believe.  It  is  not  just  FSLIC  that  insures  depositors. 
Some  would  want  FSLIC  to  insure  investors,  and  that  is  not,  in  my 
opinion,  our  first  priority. 

Now,  I  would  be  glad  to  yield  to  the  gentleman  from  Louisiana  to 
propound  a  question.  I  apologize  if  I  confused  him. 

Mr.  RoEMER.  Thanks,  Stan.  I  wondered  about  your  first  question 
that  you  led  off  with.  You  went  through  it  too  fast  for  me,  and  I 
think  as  slow  as  you  talk 

Mr.  Parris.  The  first  question: 
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Would  you  disagree  that  real  estate,  and  particularly  commercial 
real  estate,  has  experienced  dramatic  loss  of  value  in  the  recent 
past? 

Now,  just  in  r^ard  to  the  League  question,  the  question  on  tiie 
League  plan  versus  the  plan  by  the  Treasury  Depsirtment,  Mr. 
Green  of  the  Dzdleis  Bank  testified  to  us  yesterday  that  in  his  re- 
sponsible area,  the  five  States  around  Dallas,  basically,  around 
Texas,  it  would  require  about  $8  billion  of  loans  to  solve  the  FSLIC 
problems  there. 

Does  anybody  here  rezdly  believe  that  the  League  proposal  for  $5 
billion  over  2  years  would  be  adequate  if  that  is  correct? 

When  you  have  got  ten  other  regions  of  the  Nation,  some  tS 
which,  startii^  with  California,  others  in  Florida,  are  in  zilmost,  if 
not  worse  shape  than  is  the  depressed  economy  in  Texas,  does  any- 
body really  believe  that  the  League  plan  would  be  adequate? 

I  understand  your  point,  Mr.  Fogleman,  about  periodic  review, 
but  apparently  if  you  believe  the  President  of  the  Dallas  bank,  he 
needs  more  money  by  50  percent  than  the  entire  League  proposal. 

Chairman  St  Germain.  The  time  of  the  gentleman  has  expired. 

Mr.  Parbis.  I  am  sorry. 

Mr.  Nowlin. 

Mr.  Nowlin.  Excuse  me.  I  believe  Mr.  Green's  observation  cov- 
ered a  period  of  5  years. 

Chairman  St  Germain.  That  is  correct,  $5  to  $8  billion  over  a  5- 
year  period. 

Mr.  Fogleman.  And,  Mr.  Chairman,  I  believe  that  the  proposal 
for  the  2-year  funding  would  not  be  $5  billion,  sir;  it  would  be  $5 
billion  per  year,  including 

Chairman  St  Germain.  No,  Mr.  Parris  is  correct. 

The  time  of  the  gentleman  has  expired. 

Mr.  McMillen. 

Mr.  McMillen.  Thank  you,  Mr.  Chaurman. 

I  come  from  a  State,  A^ryland,  that  has  suffered  dearly  in  the 
savings  and  loan  crisis.  A  lot  of  people  don't  realize  that  It  was  the 
second  in  the  last  25  years  in  Maryland,  and  if  you  were  going  to 
place  an  onus  on  why  this  occurred,  certainly  a  good  part  of  it 
would  go  on  the  savings  and  loan  institutions  and  their  self-dealing 
eind  speculative  investments  of  some  members. 

But  a  good  portion  of  it  would  go  on  the  regulators,  who  were  not 
watching  the  store.  I  guess  it  is  the  old  chicken  and  egg  situation, 
which  CEtme  first? 

In  your  case  in  Texas,  it  is  certainly  compounded  by  a  terribly 
depressed  economy. 

My  major  concern  is  that  the  foundation  is  put  in  place,  the  reg- 
ulatory framework  is  put  in  pleice  to  see  that  this  doesn't  happen 
again. 

In  Maryland,  we  not  only  recapiteilized  our  State  institutions,  but 
we  also  restructured  our  r^ulations. 

You  know,  the  old  saying  is  don't  throw  good  money  after  bad.  I 
might  say  don't  throw  good  money  at  bad  banks  and  certainly 
don't  throw  good  money  at  bad  regulators. 

Now,  billions  of  dollars  are  in  question  right  here  that  are  b«ng 
asked  for  to  replenish  FSLIC.  No  doubt  the  money  is  needed. 
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Hie  quesli<Hi  I  asked  the  Federal  Home  Loan  Bank  officials  yes- 
terday has  to  do  with  a  Washington  Poet  article  and  the  independ- 
ent Booz  Allen  study,  which  was  not  a  thrift  study  or  a  GAO  study, 
but  an  independent  study,  amid  the  most  compelling  issues  here  is 
really  the  lack  of  controls  on  the  Federal  Home  Loan  Bank. 

My  question  to  you  specifically  is — and  this  is  for  the  record — if 
you  were  writing  the  legislation,  the  amendment  to  this  recap  1^- 
islation,  specifically  with  regard  to  the  Federal  Home  Loan  Bank, 
what  would  be  the  three  most  important  controls  you  would  like  to 
see  in  place,  and  what  other  changes  would  you  put  at  the  very  top 
of  your  list  with  regard  to  the  Federal  Home  Loan  Bsmk? 

I  ask  this  of  anybody — in  particular,  who  can  enlighten  me  on 
this  matter? 

Mr.  Hudson.  Here  I  am  Eigain,  Mr.  McMillen. 

It  seems  to  me  we  need  some  independent  person  within  the  sav- 
ings and  loan  structure  that  we  can  go  sit  down  and  talk  to  and 
negotiate  with  when  we  are  the  owner  of  an  association,  and  we 
didn't  go  up  there  and  face  the  institution,  the  Federal  Home  Loan 
Bank,  and  say,  hey,  we  are  going  to  support  our  supervisor  and  we 
are  going  to  support  these  people  and  we  are  going  to  do  whatever 
they  ask  you. 

And  you  know  you  are  going  back  to  your  association,  and  you 
are  going  to  be  faced  with  some  terrible,  horrendous  expenses. 

The  o&er  thing  is  the  education  for  those  people  and  their  tech- 
niques of  supervision  is  terribly  important.  It  has  been  alluded  to 
here  today. 

And  it  is  terribly  important  that  they  learn,  that  they  very 
seldom  have  the  gray  hair,  they  haven't  got  any  experience,  and 
we  don't  pay  for  that  experience. 

Because  we  are  going  to  have  to  pay  for  that  experience. 

If  you  are  going  to  invest  $15,  $20,  $25  billion,  you  ought  to  have 
experience  on  that  staff,  people  who  have  been  there,  who  under- 
stand what  the  situation  is. 

And  it  is  good  to  ask  these  questions  about  the  old  bill  and  go 
through  the  whole  thing  about  what  it  is  going  to  be  worth  in  1992. 

The  fact  is,  though,  that  they  didn't  give  you  one  scenario,  and 
that  is  moat  important  in  the  real  estate  business,  location,  loca- 
tion, and  location.  There  are  locations  where  the  old  building  is 
going  to  be  worth  ten  times  that. 

And  what  I  am  saying  to  you  is  that  in  dealing  with  this,  wheth- 
er it  be  with  the  Treasury  program  or  whether  it  be  with  the  U.S. 
League  program — and  one  is  talking  about  the  expense  of  the 
o^er — the  real  truth  in  what  you  are  saying  is — if  I  can  character- 
ize it — is  that,  man,  don't  give  them  too  much  because  we  don't 
trust  them. 

And  I  think  that  is  what  Mr.  Hubbard  was  saying  to  you,  and  I 
think  that  is  what  we  are  trying  to  say  to  you.  We  don't  trust 
them. 

Mr.  McMillen.  One  of  the  points  you've  obviously  raised  is  the 
experience.  And  I  think  the  Post  might  have  editonslized  a  littl« 
bit,  but  it  refers  to  saying  that  there  was  no  uniform  poli^,  we 
weren't  reading  off  the  same  sheet  of  music.  And  that  s  a  veryt 
very  important  point  as  well. 
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I'd  juBt  like  to  clearly  have  in  my  own  mind,  you  know,  what  are 
the  major  concerns  that  you  have  with  r^ard  to  the  r^ulators. 
And,  clearly,  those  are  two  of  them. 

Any  other  thoughts? 

Mr.  Gross.  Let  me  just  say  that  it  seems  to  me  that  you  need  a 
sizable  enough  Board  that  you  can  keep  continuity.  I  think,  for  the 
last  several  years,  one  of  the  biggest  problems  we've  had  is  there's 
always  been  a  Board  member  missing,  or  somebody  leaving  or 
somebody  coming.  And  very,  very  brief  tours  of  duty. 

I  think,  if  you  look  beyond  the  Board  members  themselves,  you 
will  find  a  tremendously  high  turnover  rate  in  the  last  couple  of 
years.  They're  almost  always  key  positions  vacant,  which  are  a 
major  concern. 

I  don't  know  if  salary  is  a  problem  or  what.  Something  realW 
needs  to  be  addressed  in  that  area  for  the  Board  to  function  well. 

Mr.  McMiLLEN.  Just  in  conclusion,  I  wasn't  here  for  all  the  testi- 
mony, but  I  presume  that  fiscal  controls  have  to  be  a  large  part  of 
this  reporting  and  everything.  I  imagine  those  are  the  prioritee, 
some  sort  of  uniform  policy,  making  sure  the  people  there  are  expe- 
rienced, having  a  sizable  Board  and  really  sound,  independent  au- 
diting. 

Does  that  pretty  much  address  your  concerns? 

Mr.  FoGLEMAN.  Mr.  McMillan,  certainly.  One  of  the  comments 
that  I  made  earlier,  and  I  perhaps  made  at  a  time  you  were  out  of 
the  room,  I  have  a  personal  concern  and  I  would  like  to  add  to  the 
previous  response  about  the  size  of  the  Federal  Home  Loan  Bank 
Board. 

To  me,  the  best  single  thing  you  could  do  to  control  it,  to  control 
the  wise  expenditure  of  the  dollars,  would  be  to  add  to  the  size  and 
continuity  of  the  Board.  They  make  judgment  calls. 

Mr.  McMiLL£N.  What's  the  size  of  the  Board  right  now? 

Mr.  FoGLBMAN.  It's  three,  sir.  And  there  have  been  a  number  of 
times  during  the  past  decade  when  the  Board  has  been  absolutely — 
it's  been  impossible  for  them  to  even  take  an  action  because  they 
didn't  have  two  members  on  the  Boau-d. 

And  the  Board  would  he  much  more  stable,  and  I  think  the  in- 
dustry much  more  stable. 

Mr.  McMiLLEN.  I  appreciate  your  comments. 

Chairman  St  Germain.  I  might  say,  over  the  past  26  years,  that 
they've  been  short  members  on  a  very  constant  basis. 

Mr.  Barnard. 

Mr.  Barnard.  Gentlemen,  I  think,  as  you  have  probably  dis- 
cerned already,  you're  not  going  to  satisfy  everybody  with  what- 
ever we  do.  We  realize  that. 

Mr.  Bartlett's  bill,  which  was  co-sponsored  on  the  first  day  by 
myself,  Mr.  McCollum  and  Mrs.  Oakar,  on  forbeeiremce,  was  done 
for  the  purpose  of  balancing  this  whole  issue. 

We  felt  that  we  had  gotten  the  input  of  a  savings  and  loan  indus- 
try, especially  that  in  Texas,  Louisiana  and  other  areas.  Therefore, 
we  felt  like  by  combining  these  two  bills,  we  have  a  balanced  bill. 
Yes,  we  made  a  compromise  there. 

Are  any  of  you  aJl  unwilling  or  are  any  of  you  willing  to  s^ 
that,  yes,  the  combination  of  the  Treasury  plan,  which  was  H.R.  27, 
and  the  forbearance  bill  is  a  good,  reasonable  combination? 
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Or  else,  are  you  telling  us  this  momiiig  that  we  are  still  as  un- 
balanced because  we're  giving  them  too  much  mooey? 

Chairman  St  Germain.  E^n  with  forbearance? 

Mr.  Basnard.  Even  with  forbearance. 

So  where  do  you  come  Arom?  Help  us  a  little  bit,  you  know.  We 
want  to  help  jrou.  We  want  to  help  the  industry.  We  want  to  help 
the  depositors  in  every  savingB  and  loan  in  the  country. 

So  why  don't  we  have  a  balanced  conc^ition  here  with  the  $15 
billion  and  forbearance,  or  else  the  $2  billion  or  $5  billion  without 
forbearance? 

So,  a»ne  on,  somebody  help  us.  Mr.  Gross? 

Mr.  Gaoss.  I  think  that  vou  do  have  a  very  halatiraii  position 
thrae.  And  I  think  it's  <»e  that  we  wholeheartedly  endorse.  I  don't 
think  there's  any  question  about  that 

I  think  a  good  example  of  the  benefit  of  forbearance  is  what  Mr. 
I^uris  was  citing.  I  would  like  to  cite  one  that  we  have  got  in  Hous- 
ton. It  cost  $44  a  square  foot  to  build  an  apartment  ana  we're  fore- 
closing on  apartments  that  were  built  4  find  a  years  ago  that 
maybe  only  cost  or  only  have  a  loan  balance  of  $18  to  $20. 

Now  I  prtHnise  tou,  in  1992,  it's  going  to  cost  $50  to  $55  a  square 
foot  to  build.  Youll  be  able  to  get  far  more  than  $18  a  square  foot 
for  that  apartment  and  you  won't  take  a  loss  on  it.  That's  where 
forbearance  will  be  a  tremendous  asset.  It  will  pull  a  lot  of  our 
chestnuts  out  ai  the  fire;  whereas,  today,  if  you  had  to  take  that 
same  apartment,  you'd  have  trouble  even  getting  $18  a  square  foot 
for  it 

Mr.  BASNAao.  Mr.  Roby,  how  do  you  feel  about  it?  You've  been 
sitting  there.  I  think  you've  been  discriminated  agiiinst  because 
you've  been  the  President  erf'  a  Home  Loan  Bank  Boaid.  And  they 
tiiink  you're  a  member  Of  the  Gestapo  or  something. 

What  do  you  think  about  it?  Is  this  a  balanced  bill? 

Mr.  IU»T.  Yes,  sir.  In  my  testimony,  I  agreed  with  the  fmbear- 
ance. 

Mr.  Barnard.  And  the  Treasury  hill? 

Mr.  RoBV.  I  supported  that  when  I  was  a  bank  president.  I  didn't 
fifl^t  against  it  It  s  just  that  my  perstmal  preference  was  the  U.S. 
League  bill  because  of  cash  flow.  But  the  cash  flow  in  the  first  2 
years  is  ^iprozimately  the  same. 

Mr.  Barnard.  Mr.  Nowlin? 

Mr.  NowuN.  filr.  Barnard,  I  don't  believe  anyone  has  not  been  in 
flavor  q€  forbearance.  And  I  think  we  will  personally  accept  any 
kind  of  recapitalization  plan. 

Mr.  Barnard,  Mr.  Fogleman? 

Mr.  FoOLKHAN.  Sir,  I  testified  in  favor  of  forbearance  and  I  testi- 
fied in  preference  of  the  VS.  League  plan  for  the  reasons  that  I 
stated  in  terms  of  taking  another  look  at  it  in  a  couple  of  years, 
and  perhaps  a  restructuring  of  the  Board. 

But  either  plan  would  be  approximately  the  same  in  the  first  2 
years. 

Mr.  Baknasd.  One  final  question.  Should  we  put  a  5-year  Sunset 
on  this  total  Inll?  Then  we  can  revisit  it  and  revisit  it  from  the 
standpoint  cf  amount  and  forbearance? 

Does  anyone  have  an  opinion  on  that? 

[No  respmse.] 


Digitized  by  Google 


528 

Mr.  Barnard.  Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Wylie. 

Mr.  Wylie.  Thank  you,  Mr.  Chairman.  I'd  just  like  to  follow  up 
on  one  of  the  questions  Mr.  Barnard  posed. 

You're  all  for  forbearance  and  maybe  I  am,  too.  I'm  not  sure.  I 
would  say  that  I  visited  with  some  representatives  of  the  Savings 
and  Loan  League  last  night,  and  they  don't  think  that  forbearance 
should  be  in  this  bill.  Maybe  it  should  be  a  separate  issue  because 
they're  afraid  that  that  might  load  it  up  too  much. 

But,  to  make  my  point,  yesterday,  Mr.  Green  presented  several 
interesting  case  studies.  Case  A  involved  a  $2  billion  institution 
with  a  negative  net  worth  of  $400  million;  Case  6,  an  institution  of 
$1.3  billion  in  assets,  a  n^ative  net  worth  of  $350  million. 

And  I'm  not  trying  to  be  argumentative  here,  I'm  trying  to  get 
some  answers  to  this  question. 

Is  it  possible  for  an  institution  to  get  in  a  hole  primarily  as  the 
result  of  regional  economic  problems  and  have  those  kinds  of  prob- 
lems? And  how  do  we  separate  out  the  two,  if  you  see  what  I 
mefui?  Mr.  Gross? 

Mr.  Gross.  It's  certainly  easy  enough  for  you  to  get  in  the  hole 
without  those  kinds  of  problems.  We're  faced  today,  as  I  s£dd  at 
United,  with  having  taken  back  over  100  houses  a  month  for  the 
last  6  months.  We've  got  85  percent  of  the  properties  we  have  fore- 
closed are  residential.  Part  of  that  is  apartments. 

But,  even  if  you  throw  out  the  apartments,  the  1  to  4  cat^oiy 
has  got  to  be  65  percent  of  everything  we've  taken  back.  It's  not 
these  wild,  crazy  loans  that  have  gotten  us  into  trouble.  It's 
making — if  we'd  been  making  wild  and  crazy  loans,  we  might  have 
been  eQI  right — especially  if  we'd  been  doing  it  in  some  ouier  part 
of  the  country. 

But  our  problem  is  that  we've  done  what  we  were  supposed  to  do. 
But,  when  you're  in  the  midst  of  a  depression,  it  is  really  irrele- 
vant. 

Mr.  Wylie.  Thank  you.  Theink  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Roemer. 

Mr.  Roemer.  Thank's,  Mr.  Chairman. 

Tom  McMillan,  you  were  out  of  the  room  earlier  when  we  talked 
about  this  restructuring  business  as  to  whether  it  should  be  part  of 
the  bill.  I  think  everybody  on  our  panel  agrees  there's  some  need 
for  restructuring,  but  there  v/aa  not  uninimity  as  to  whether  it 
should  be  part  of  the  bill. 

In  fact,  Mr.  Turner  said  it  should  not  be  part  of  the  bill,  but  we 
m^ht  want  to  work  on  a  restructuring  provision. 

Let  me  ask  Mr.  Turner  if  I  could:  You  made  the  statement,  Mr. 
Turner,  as  to  your  concern  as  to  how  the  money  will  be  spent.  And 
I  wrote  it  down  as  you  said  it. 

What  do  you  mean  by  that?  How  could  the  money  be  misspent, 
for  example? 

What  concerns  you  specifically? 

Mr.  Turner.  I  think  it  goes  back  a  little  bit  to  Mr.  McMillan's 
question  about  the  restructuring  and  the  article  that  was  in  the 
Washington  Post,  as  he  referred  to,  we've  gone  through,  as  tjie 
cluiirman  alluded,  to  having  one  euid  two  board  members  over  a 
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period  of  time.  And  that's  not  left  us  with  great  stability  on  the 
staff. 

I  think  all  of  us  at  this  table  welcome  any  assistance  that  this 
committee  would  provide  in  terms  of  stabilizii^  the  situation  at  the 
Bank  BoEird,  and  with  the  staff. 

And  if  we  can  do  that,  and  if  this  committee  were  to  maintain 
proper  oversight,  and  perhaps  if  we  had  an  industry  oversight 
group  on  the  dollars,  then  perhaps  you  bird  dog  the  doUarB  well 
enough  that  they  are  well-spent  where  they  are  needed. 

Mr.  RoEMBR.  To  me,  there  are  a  number  of  compHcated  issues 
that  come  in  to  one  bill.  I,  like  you,  want  to  keep  it  leem  and  mean 
and  to  the  point.  But  both  Mr.  Fc^leman  and  Mr.  Hudson  have 
s^ken  direcUy  to  the  issue  of  restructuring,  continuity  and  credi- 
bility in  the  Federal  Home  Loan  Bank  Board  system;  mat  you  are 
the  one  on  the  panel  emd  the  only  one  who  said,  although  you  were 
concerned  about  how  the  money  was  going  to  be  spent,  you 
wouldn't  have  restructuring  part  of  the  bill. 

Now,  it  doesn't  make  sense  to  me. 

Mr.  Turner.  I  want  to  qualify  that.  I  support  the  restructuring 
of  the  Bank  Board.  I  think  we  should  have  more  than  three.  I 
Uiink  we  should  get  it  on  a  comparable  pay  and  distinguished  pos- 
ture to  the  Federal  Reserve  Board. 

My  concern  is  exactly  aa  you  expressed:  To  have  a  lean,  mean 
bill,  the  first  priority  is  recapitalization.  If  you  can  restructure  the 
Pedereil  Home  Loan  Bank  and  crank  a  recap  bill  out  of  here  in  the 
next  month,  I'll  be  glad  to  sign  off  on  that. 

Mr.  RoEMER.  The  problem,  Mr.  Turner,  is  that  no  bill  moves 
without  Ein  engine.  The  engine  of  this  bill  is  the  crisis  in  the  indus- 
try. And  that  has  to  do  with  FSLIC  recap.  And  we  take  this  oppor- 
tunity or  we  might  lose  it,  not  only  this  year,  not  only  in  this  term, 
but  in  our  lifetime. 

Engines  don't  just  come  driving  throi^h  here  every  day.  If  ^ou 
get  one,  take  a  hard  look  at  it.  I  hope  you  reexamine  your  position. 

Mr.  'Turner.  I  did.  I  told  you,  if  you  can  move  that  engine  along 
with  the  restructuring,  I'd  love  to  have  it  right  in  there. 

Mr.  RoEMER.  Thank  you.  Thank  you,  Mr.  Chairman. 

Chairman  St  Germain.  Mr.  Bartlett. 

Mr.  Bartlett.  Thank  you,  Mr.  Chairmim.  I  have  precisely  5  min- 
utes. Mr.  Parris  cited  a  series  of  questions  which  would  lead  one  to 
the  conclusion — I  don't  think  an  invedid  conclusion — that  the 
economy's  in  pretty  tough  shape. 

And,  in  man^  institutions  as  a  result  of  the  economy  and  other 
things,  they're  m  rou^h  shape. 

I  mink  me  conclusion  I  would  ask  of  you,  and  I'm  going  to  use 
one  example,  is  it  seems  to  me  that  the  conclusion  ought  to  be  that 
we  should  at  least  stop  doing  those  things  through  r^ulatory  prac- 
tices which  drive  down  net  worths  and  make  things  worse  than 
they  really  are. 

I  want  to  call  the  committee's  attention  to  a  case  example 
number  one  that  was  used  by  Mr.  Turner,  cmd  then  I  want  to  ask 
you: 

Is  your  judgment  based  on  the  last  12  months  of  just  one  area  of 
forbearance  or  regulatory  reform?  Which  is  the  appraisal  process. 
Is  this  a  typical  way  that,  in  ffict,  the  r^ulations  are  stated  and 
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they're  in  effect  in  this  particular  institution?  It  was  a  condomini- 
um? 

And  the  condominium  was  directed  to  secure  an  R-41C  appriiisal 
even  though  the  property  was  85  percent  leased  and  had  a  positive 
cash  flow. 

That  appraisal  resulted  in  a  substantial  writedown  of  the  proper- 
ty and  the  appraisal  used,  as  I  read  that  one — I'm  sorry.  The  ap 
praisal  used  on  this  one  eind  another  one  in  an  earlier  example 
used  a  14.5  percent  capitalization  rate. 

Now,  as  you  go  through  our  41C  appraisals  in  which  you  have 
properties  that  there's  cash  flowing,  is  it  the  typical  appraisal  that 
results  in  a  cap  rate  that  is  that  size? 

And  what's  the  result  of  that,  even  though  you  may  have  a  well- 
manE^ed  property? 

Mr.  Gross? 

Mr.  Gross.  We've  got  that  very  situation.  We  ended  up  spending 
a  million  dollars  last  year  on  appraisals  in  conjunction  with  our 
exam  and  had  probably  $15  to  $20  million  worth  of  appraisal  write- 
offs as  a  result  of  it. 

And,  again,  we  did  have  the  situation  where  the  return  on  equi^ 
said  14.5  percent  and  the  return  on  a  loan  or  on  the  cost  of  funds 
should  be  11.5. 

The  net  result  of  that  is  it  takes  an  appraisal  of,  say,  $5  million, 
Emd  it  was  apprEused  at  $3.5  million.  So  I  took  a  project  of  one  (tf 
the  S&L's  in  Houston  and  it  collapsed. 

Mr.  Bartlett.  Let  me  just  ask  you,  if  your  accountants  were  val- 
uing that  property,  or  if  you  were  valuing  that  property  just  based 
on  a  market  value  but  not  on  a  distress  sale,  but  a  fair  market 
value — willing  buyer/willing  seller — would  you  use  a  14.5  percent 
return? 

Is  there  anybody  here  that  would  believe  that's  a  retilistic  result? 

Mr.  Gross.  E^ht  percent,  9  percent  is  a  reasonable  return. 

Mr.  Bartlett.  And  your  auditors  and  your  accountants  would 
have  you  use  that  return,  8  or  9  percent  return?  Is  that  what 
you're  saying? 

Mr.  Gross.  Yes,  sir. 

Mr.  Bahtlett.  Is  it  your  testimony  that  when  a  majority — some- 
body testified — does  everybody  else  find  this  the  ceise,  that  the  ma- 
jority of  your  nonresidential  real  estate  loans  re  ordered  to  be  reap- 
praised, whether  they're  performing  or  not? 

Mr.  Gross.  That's  correct. 

Mr.  Barti£tt.  Is  it  less  than  a  majority  in  terms  of  the  standard 
practice  of  economicsdly  depressed  reed  estate?  What  you're  trying 
to  say  to  this  committee  is,  in  many  specific  cases,  we  can  cail  it 
forbearance — the  regulations  themselves  contribute  to  driving 
down  the  losses  much  lower  where  we  suffer  losses  much  lai^er 
than  what  the  real  losses  are. 

Mr.  Gross,  you've  said  it,  emd  others  of  you,  the  real  losses  are 
bad  enough.  It's  tough  enough  to  keep  a  property  cash  flowing.  Are 
those  appraisals  ordered  whether  or  not  the  loan  is  performing  and 
whether  or  not  there's  cash  flow? 

Mr.  Gross.  Yes.  If  the  loan  is  over  a  certain  size  in  conjuncticm 
with  the  exam,  you  have  to  get  the  appraisal  regardless  of  whether 
it's  performing  or  not  performii^. 
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Mr.  Babtlbtt.  Let  me  ask  Mr.  SullivaD,  because  he  is  a  borrow- 
er. If  that  one  feature  itself  would  change,  would  that,  in  your 
opinion,  help  to  cause  lenders  from  the  rest  of  the  country  to  once 
agftin  b^in  making  bona  fide  Intimate  loans  into  a  depressed 
market,  tk  that  one  of  the  features  that  is  keeping — we  call  it  red- 
lining, but  is  it  preventing  lenders  from  loaning  into  the  Texas 
market  and  elsewhere,  because  it  is  driving  down  the  appraisals? 

Mr.  SuLUVAN.  I  believe  so,  but  also  properties  are  being  driven 
down  because  there  is  no  available  mortgage  money  to  buy  or  sell 
these  properties. 

One  comment  I  would  make  to  Congressman  Parris'  example  of 
the  $2  million  land  cost  and  a  $6  million  building  cost.  It  is  not  for 
us  to  consider  the  replacement  costs  in  1992  versus  that  cost  today. 
It  is,  what  will  that  building  sell  for  today  on  the  auction?  Maybe 
$5  million?  Then  the  difference  can  really  be  brought  together  by 
1992. 

Mr.  Babtlbtt.  So,  in  summary,  what  I  have  heard  the  witnesses 
here  today  say  is  that  combined  with  recapitalization,  ought  to  be  a 
more  accurrate  valuation  of  the  current  real  estate  marset,  which 
then  permits  much  property  to  be  worked  out,  and  most,  but  not 
all,  institutions  to  work  their  way  back  into  profitability. 

I  thank  the  witnesses  and  Mr.  Chairman  for  the  extra  time. 

Chairman  St  Germain.  Mr.  Ca^er. 

Mr.  Casper.  Thank  you,  Mr.  Chairman.  Gentlemen,  I  want  to 
thank  you  for  your  testimony.  Most  of  my  colleagues  here  serve  on 
several  subcommittees,  and,  unfortunately,  two  other  of  those  have 
been  in  hearings  this  morning  and  early  this  aftemon,  and  I  apolo- 
giie  for  missing  your  testimony.  I  wUl  have  the  opportunity  to 
review  it  later,  but  let  me  just  ask  a  broad  general  question.  I 
think  it  has  been  asked  in  one  way,  but  I  £un  not  sure  I  understood 
the  answers. 

What  I  am  looking  for  is  where  you  all  figree,  those  areas  where 
you  all  generally  agree  in  policy,  in  the  kind  of  policy  decisions 
that  we  have  to  make  here  in  the  next  couple  of  weeks. 

Do  each  of  you  support  the  proposal,  the  recapitalization  propos- 
al put  forward  by  the  U.S.  League?  If  not,  do  Einy  of  you  disagree 
with  it? 

Mr.  Gross.  We  are  in  favor  of  H.R.  27. 

Mr.  Carper.  OK.  How  about  the  other  members  of  the  panel? 
Who  supports  H.R.  27,  the  approach  in  the  bill? 

[A  show  of  hands.] 

Mr.  Carper.  Who  does  not? 

Chairman  St  Germain.  They  testified  that  most  of  them  prefer 
the  U.S.  League  proposal;  however,  if  that  is  not  the  case,  they  sup- 
port H.R.  27. 

Mr.  Carper.  Fine.  Those  of  you  who  support  the  U.S.  League, 
would  you  just  raise  your  hands. 

[A  show  of  hands.] 

Mr.  Carper.  My  understtinding  of  the  U.S.  League  proposal  is  a 
$5  bUlion  recapitalization.  We  had  the  GAO  come  before  us  this 
week  to  indicate  that  there  is,  what,  $6  billion  in  losses  that  have 
yet  to  be  incurred  or  accoimted  for.  That  $6  billion  would  essential- 
ly wipe  out  most  of  that  $5  billion  that  we  are  talking  about.  How 
can  the  $5  billion  be  enough? 
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Mr.  GuiDBY.  That  is  true,  as  far  as  the  figures,  but  I  have  heard 
many  other  figures.  That  complicates  my  opinion  as  to  the  number 
of  dollars  that  would  be  necessaij,  possibly  we  are  looking  at  more 
dollars,  but  in  the  immediate  future,  I  am  looking  at  the  U.S. 
League  dollarwise  program,  in  order  to  get  us  started.  My  feeling  is 
that  by  committing  a  substantially  larger  amount  of  dollars  with- 
out the  knowledge  of  what  the  industry  emd  FSLIC  can  do,  would 
be  rather  dangerous,  unless  we  are  uncommitted,  to  draw  these 
funds  as  they  are  needed.  If  it  is  so,  then  I  would  support  either 
one.  I  think  the  priorities  here  are  not  necessarily  the  number  of 
dollars.  We  must  get  through  the  fact  that  we  need  some  dollars. 
FSLIC  needs  to  be  recapped. 

The  Board,  after  listening  to  the  testimony,  I  feel,  too,  has  to  be 
restructured,  in  order  to  help  us  have  the  forbearance  issue  re- 
solved, so  that  the  associations  themselves  that  are  still  in  good 
standing  around  this  country  can  operate  and  earn  part  of  the  re- 
sponsibilities that  they  already  have  in  funding  some  of  those  dol- 
lars to  FSLIC  by  permitting  them  to  work  with  our  loan  people. 

Mr.  Carper.  Somebody  else  had  raised  their  hand  indicating  that 
you  support  the  U.S.  League  proposal.  Again,  try  to  respond,  if  you 
will,  to  my  question.  The  GAO  says  there  is  $6  billion  or  $6.5  bil- 
lion out  there  that  has  yet  to  be  realized  as  losses.  As  soon  as  that 
takes  place,  it  wipes  out  the  $5  billion  in  the  League  proposal  and 
puts  us  back  in  the  same  preidicant  that  we  thought  were  were  in 
all  along. 

Mr.  FoGLEMAN.  May  I  respond? 

Mr.  Carper.  Please. 

Mr.  FoGLEMAN.  Sir,  I  believe  that  27  covers  a  4-year  period  of 
time  and  during  that  4  years  includes  approximately  $10  billion  to 
$15  billion  in  funding,  whereas  the  U.S.  League  plan  covers  only  2 
years,  and  over  that  2-year  period  covered  $5  billion  in  funding,  ad- 
ditional funding.  In  addition  to  both  of  those  Tigures,  the  annual 
income  with  the  special  assessment  of  the  FSLIC  is  about  $2.5  bil- 
lion a  year.  So  under  either  plan,  we  will  have  approximately  $5 
billion  during  the  first  year.  Whichever  plan  you  use,  the  U.S. 
League  plan  or  the  Trefisury  plan  will  have  $5  billion  a  year  for 
the  first  2  years.  We  are  simply  saying  that  we  can't  quantify  the 
loss  past  the  2-year  period  of  time.  We  are  saying  also  that  we  can't 
successfully  and  wisely  utilize  in  excess  of  $5  billion  a  year. 

During  the  past  2  years  FSLIC  has  utilized  $6  billion  in  2  years, 
sir,  there  will  be  available  here  $5  billion  a  year  for  each  of  2  years 
with  bonding  and  the  $2.5  billion  a  year  income. 

Mr.  Carper.  My  time  has  expired.  Thamk  you  for  your  responses 
to  those  questions. 

Chairman  St  Germain.  Mr.  Parris. 

Mr.  Parris.  Thank  you,  Mr.  Chairman.  Let  me  say,  when  my 
time  expired  earlier,  Mr.  Green  testified,  Mr.  Fogleman,  that  if  you 
cut  off  the  problem  right  now  and  solved  the  problem  at  the  Dallas 
bank,  it  would  cost  $5  million  right  now. 

This  is  a  national  Congress,  gentlemen.  We  understand  the  econ- 
omy and  the  energy  and  agricultural  areas  of  the  Nation  are  de- 
pr^sed.  All  of  us  would  like  to  be  compassionate  human  beings.  It 
seems  to  me  the  hard  question  in  this  whole  issue  is,  why  should 
the  rest  of  the  thrift  industry  or  the  taxpayers  of  Virginia  or  the 
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balance  of  the  Nation  ultimately  pay  to  eolve  your  problems?  From 
their  point  of  view,  my  constituents,  isn't  it  better  to  accomplish 
what  I  call  "severability"  of  the  sick  institutions  and  to  cut  the  tax- 
payers' losses  right  now?  Now  that  is  a  hard  question.  Mr.  Vogle- 
msm  said  he  was  concerned  that  the  money  be  spent  wisely.  I  agree 
with  that,  Fundamental  to  the  issue  here,  gentlemen,  is,  if  you  give 
the  Federal  Home  Loan  Bank  Board  another  $25  billion,  if  you  like 
what  they  did  with  the  last  $20  billion,  you  will  love  what  they  are 
going  to  do  with  this  $25  billion.  That  is  fimdamental  to  the  issue. 
Can  we  reflate  your  industry,  the  marketplace  in  this  Nation 
today?  Have  you,  through  innovative  market  transactions,  security- 
backed  mortgages  and  financing?  All  the  changes  in  the  industry 
that  you  know  so  much  about,  can  you  overrun  the  ability  of  the 

Tdators  to  control  it? 
submit  that  maybe  you  have  and  maybe  you  have  abandoned, 
in  your  own  way,  the  dual  banking  system.  But  that  is  another 
issue  for  another  time. 

Mr.  Hudson,  Mr.  Sullivan  said,  I  didn't  take  into  account  the 
value  of  the  building.  That  is  true.  This  is  a  very  complex  problem, 
Mr,  Sullivan.  Have  you  ever  tried  to  summarize  "War  and  Peace" 
in  5  minutes?  Mr.  Hudson  said  the  location  of  the  building  could  be 
worth  ten  times  that  much.  Location;  right?  Time  magetzine  says 
on  their  article  on  the  commercial  buUding  in  Houston,  that  it  will 
take  until  1995  to  occupy.  Now  that  is  the  location  that  put  49  per- 
cent of  the  savings  and  loan  institutions  in  the  State  of  Texas  in  an 
inadequate  or  insolvent,  inadequate  capital  or  insolvent  category. 
That  location  is  not  ray  idea  of  where  I  want  security  for  my  de- 
positors, and  I  am  sorry  about  that,  but  it  is  called  the  facts  of  life 
in  the  real,  hard  world. 

I  just  have  one  question  of  you  gentlemen.  I  have  sat  here  for  3 
hours  now,  4  hours.  I  assume  that  you  all  would  support  GAAP. 
GAAP  is,  in  my  opinion,  equivalent  to  government-sponsored 
fraud.  I  have  said  that  before,  and  I  hope  tJiat  this  bill  will  contein 
a  GAAP  provision.  You  and  I  think  support  the  elimination.  If  any- 
body has  any  violent  objections  to  what  I  am  saying,  they  can  jump 
up  and  down. 

I  assume  that  you  would  like  to  have  the  loan  recognition  re- 
structured work  out  provisions  under  the  flnemcial  accounting 
standards  for  Rule  15.  I  assume  you  would  like  a  GAAP  gener^ 
reserve  account,  not  charged  against  net  worth.  I  assume  you  like 
to  go  to  the  general  accounting  principles  that  will  let  you  operate 
your  business  in  a  legitimate  way  without  somebody  from  some 
regulatory  bureaucracy  coming  in  there  and  having,  as  Mr.  Gross 
has  indicated,  a  $20  million  hit  because  of  some  appraisals  in 
which  there  are  not  standards  with  a  definition  of  what  an  apprais> 
er  is. 

Does  anybody  disagree  with  emy  of  that? 

[No  response.] 

Mr.  Parris.  I  thank  you  very  much. 

Chairman  St  Germain.  Gentlemen,  the  Chair  wishes  to  express 
his  appreciation  to  you  for  your  persistence  toda^.  We  may  have 
some  additional  questions  to  submit  to  you  in  writing,  and  I  hope 
you  can  help  us  out  with  a  response. 

The  subcommittee  stands  in  recess,  subject  to  call  of  the  Chair. 

[Whereupon,  at  1:55  p.m.,  the  hearing  was  adjourned.] 
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of   H.R.27,    H.R.1063    and    other    related    iGsues. 

Ihe  contlnulnii  dteln  on  the  FSLIC  fund  ia  well  documented.  The 
situation  has  reached  the  point  that  poeitive  action  iimat  be 
taken  to  adequately  recapitalize  the  fund.  Requlators  dsaling 
with    insolvent     institutions    are    not    able    to    take    appropriate 

to  the  insursnce  fund  and  a  decreSHe  in  public  confidence. 
Recapitalization    in   some    fora   must    happen    aoon. 
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aeaaure*    and    reaaonabls    regulationa    that    allow    viable,     vail- 

build  ttiair  capital  baaea,  and  therefore  etrengthen  the  FSLIC 
rund    tathet    than   auhait    it    to   additional    risk. 

operating  mthin  the  regulationa  vhose  troubles  are  the  result  of 
operating  in  an  econoaically  depressed  region  and  not  due  to 
frsud,  inprudent  operating  pr act  ices,  speculative  ventucea, 
seir-dealing,    and   excesaive   dividenda   and    life-atytes. 

The  roUoHing  rorbearance  Measures  should  be  laade  regulationa 
adainiatered   by    the   Federal    Hone   Loan   Rank    Board. 

First,  Statement  of  Financial  Accounting  Standarda  Ho.  M  (FASB 
IS)    should  be    specifically    authorized    in    the    regulationa.       FKSB 

■ri  ted  OHM     provided     the     loan     ie     ra  structured     so     that     it     is 

and  the  lender  Dili  receive  cash  paynenta  totaling  at  least  the 
losn    value. 

It  should  be  emphaaiied  that  FASB  15  is  generally  accepted 
accounting   principle  but    is   not    B   cute'Sll   because    this    rule    will 
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riOH.  In  addition,  provided  the  aasociat ion' s  indapendant 
cactified  public  accountant  rulea  FASB  15  haa  been  properly 
applied,    auch    loane   should   be   exeaptsd    rtoai    the    asset    classifica- 

Second,  if  a  loan  originated  or  purchseed  prior  to  January  1, 
I9S7,  ia  roreclosed  and  the  real  eatate  ia  taken  back,  any  loaa 
due  to  a  Mfitedown  of  the  eseet  to  the  current  fair  Market  value 
should  be  alloMed  to  be  aaortized  over  •  period  of  5  to  10  years. 
Ihis  would  allow  an  association  both  the  tiae  to  work  with  the 
real    estate    and    give    the  lasrket    cycle    the    opportunity    to    fully 

Third,  the  Capital  Forbearance  Policy  bb  outlined  by  the  Federal 
Ho*e  Loan  Bank  Board  on  February  Zfi ,  1907,  ahould  become  regula- 
tion   rather    than   sinply   policy    to    insure    the    public    confidence 


Coupled 
effect    I 


ranee,     certain    regulations    currently    in 

lituBtion    and    should   be    rescinded. 


Section  S6J.17-2  of  the  FSLIC  Insursncs  Regulationa  rsquirea  an 
"RAI"  appraisal  at  the  tine  real  eatate  is  acquired  through 
Foreclosure  and  further  reouiree  a  Hritedown  if  the  appraisal  i» 
iesH     than     book    value.        Instead,     xe    believe     at     forecloaura. 
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generally  accepted  accounting  principles  ahould  be  applied 
requiting  a  deterainat ion  of  current  fair  >Biket  value  ohich 
■ould    involve    conaidering    nuverous     ractors.        In    the    event    • 

ly,    He    support    the    concept   of   aaottiiing    that    loaa   over    S    to   10 


Section  36). 13(b)  of  the  FSLIC  Ineurance  Regulations  require 
additional  regulatory  capital  equal  to  20S  of  the  aaount  lnveete< 
in  real  estate  acquired  by  foreclosure.  IT  an  asset  acquire< 
through    forectoaure    is    carried    at    current    fair    narket    value    by   ai 

net  worth.  An  asset  carried  at  fair  market  value  regardless  o 
hoH  it  was  obtained,  does  not  carry  additional  riak  that  ahoul 
require  additional  capitsl,  Ihis  "double  hit"  concept  at  writini 
an    asset     down    snd    then    requiring    sdditionsl    capital     Tor    th< 

and    should    be    abolished. 

A     final     concern     we     have     for     the     continued     viability     of     th 

record  of  fraud,  eelf  dealing,  insider  abuse,  apecuUtive  o 
imprudont     ventures,     oxcoasivs    operating    exponaea,     eicesstv 

atylBH,     and    trenendous    growth     fueled    by    high    rate    end    often 
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regulatory   authoritiss   auat   nave    BHiftly    and    rorcefully    against 

mate,    well-iaenaged    thrift    InBtitutionB   ehould   be   required    to    pa) 
Tot    the    excesaae   of   thoae  ■anageaents   not    Hilling   to   play   by  thi 


It     you     for     Inviting     us 
lauea.       And    He    apprecii 

.int    of   viBH. 
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Before 
the 


SUBCOMMITTEE  ON  FINANCIAL  INSTITUTIONS 
SUPERVISION,  REGULATION  AND  INSURANCE 

of  the 

COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 


March  4,   1987 
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Good  morning  Mr.  chairman,  and  nembers  of  the  Committee.  Hy 
name  is  Jenaid  N.  Cross,  and  I  am  Chairman  of  the  Board  and 
President  of  United  Savings  Association  of  Texas. 

I  appreciate  very  much  the  Invitation  to  share  some  of  my 
thoughts  with  you  on  a  topic  vhich  has  been  much  on  my  mind,   I 
believe  there  ace  very  few  responsible  officials  of  financial 
institutions  today  who  do  not  recognise  the  need  to  Immediately 
recapitalize  the  federal  Savings  and  Loan  Insurance  Corporation 
CFSLIC).  The  program  reported  out  favorably  by  the  Committee, 
passed  by  the  House  last  year,  and  reintroduced  as  H.R.  21   is 
sound  and  will,  together  with  the  provisions  I  will  discuss 
todayi  accomplish  its  purpose.   I  fully  support  B.R.  27  and  urge 
immediate  action  on  this  important  legislation. 


I  would  like  to  focus  my  remarks  today  on  an  area  which, 
le  it,  should  be  viewed  as  part  of  the  FSLtC  recapitalizati 


and  should,  but  as  yet  does  not,  enjoy  the  s 
support.  Although,  the  term  "forbearance"  i 
to  the  concept  I  will  be  discussing,  I  think 
accurately  described  as  "regulatory  realism. 
put  my  remarks  in  context  by  describing  our 
Savings. 


me  widespread 

I  often  used  to  cefei 

it  is  more 
'   I  would  like  to 
lituation  at  United 
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Onited  Savings  is  th*  largest  savings  and  loan  association 
In  Texas,  with  assets  in  excess  of  S6  billion.  Approxlnately  2G( 
of  our  assets  are  invested  in  loans,  and  an  additional  421  are 
invested  In  mortgage-backed  securities.  The  remainder  of  our 
assets  are  primarily  liquidity  and  other  debt  and  equity 
securities,  and  real  estate.  Approximately  70%  of  our  loan 
portfolio  consists  of  mortgages  on  single  family  dwellings  and  S% 
Is  in  loans  secured  by  multi-family  units.   Consumer  and 
commercial  loans  comprise  approximately  T\   and  6%   respectively  of 
our  loans,  and  approximately  9\   of  our  loans,  or  slightly  under 
4t  of  our  assets,  are  non-residential  real  estate  loans.   Taken 
togethei;,  oat   single  family  loan  and  mortgage-backed  securities 
portfolios  currently  represent  approximately  65t  to  70t  of  our 
total  assets. 

In  19S6,  United  reported  a  net  loss  Cor  the  year  Of 
approximately  S36  million.   Had  we  been  subject  to  the  Farm 
Credit  Bank  Rules,  making  loans  to  certain  agricultural  users, 
United  would  have  reported,  on  the  same  operations,  a  profit  of 
approximately  S4S  million.  Similarly,  had  we  been  able  to  move 
all  of  our  Bouston  real  estate  to  Mexico  and  been  making  loans  to 
an  LDC,  our  profit  would  have  been  in  excess  of  $60  million.  The 
difference  is  not  one  of  operations  or  management;  it  is  merely 
the  difference  of  a  congressional  and  regulatory  response  to  a 
depressed  economic  situation  that  has  already  been  implemented 
for  financial  institutions  serving  farmers  and  lesser  developed 
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countries.   I  bellsve  aimilar  treatment  Bust  b*  inplemcnted  for 
financial  institutions  serving  the  equally  depressed  areas  of 

Texasi  the  Southwest  and,  in  fact,  the  whole  heartland  oC  this 


As  Roy  G[een>  out  Principal  Supervisory  Agent  and  the 
PEesident  of  the  Federal  Borne  Loan  Bank  of  Dallas  has  pointed 
out,  in  eight  oC  the  twelve  Federal  Home  Loan  Bank  Districts,  thi 
total  savings  and  loan  industry  maintained  a  positive  return  on 
assets.   In  all  others,  save  one,  the  negative  return  was  less 
than  1/2  of  1\.     Only  in  District  9,  covering  Texas,  Oklahomat 
Louisiana!  Arkansas  and  New  Mexico,  was  there  a  significant 
negative  return  on  asaats,  a  whopping  31. 

The  vast  majority  of  United's  loan  activity  has  been  in 
Texas.   Aa  a  result  of  the  depressed  local  economy,  our  loan 
delinquencl-es  recently  have  been  considerably  higher  than  we 
would  like,   in  dollar  value,  approximately  52%  of  the 
delinquencies  are  single  family  home  loans,  41  are  consumer 
loans.  Although  our  portfolio  is  diversified,  one  can  readily 
see  from  these  statistics  that  a  large  portion  of  our 
Investments,  and  of  our  problem  loans,  are  in  residential 
mortgages. 
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Hhila  th«  catagocy  of  ainqls  fMiily  ho**  MoctgagcB  typically 
is  t:h«  MoaC  stabl*  and  d«p«ndabl«  nationvld*  —  raflsctlng  the 
traditional  coanitnent  of  Aaecicans  to  hon*  ownarship  ~  at 
OnitBd,  this  la  our  largsst  category  of  d«lln(]u«nci«B.   Due  to 
the  cyclical  nature  of  th«  real  •state,  agricultural  and  anargy 
aarkets,  in  which  nany  of  our  borrowers  wars  anployed  and  on 
vhich  th«  Texas  econony  is  based,  homes  are  nov  abandoned  or  at 
risk.   In  teal  taras,  this  aeans  that  Dnitad  is  foreclosing  on 
over  100  hoaes  a  «wnth.   Since  1984,  over  3,000  taailles  holding 
mortgages  from  Dnited  have  been  unable  to  make  payaants  and 
thereby  have  lost  or  nay  lose  their  hoaea.   In  Houston.  SSL'a 
foreclosed  over  16,000  homes  In  1985;  25,000  in  1986;  and  3,000 
in  January  1987.  The  people  being  forced  from  their  homes  ate 
not  'deadbeats'  or  speculators)  they  are  simply  fanilieB  trying 
to  survive  an  extended  period  of  unemployawnt  caused  by  forces 
beyond  their  control.  Business  borrowers  have  been  adversely 
affected  in  similar  fashion  with  similar,  or  more  extreme, 
results.   H«  are  in  the  throes  of  a  depression  that  begain  In 
1982  and  coat  150,000  jobs  in  1982-83  and  over  35,000  jobs  In 
1986.   In  Houston  today  there  are  over  115,000  vacant  apartmenta 
and  36  million  square  feet  of  vacant  office  apace. 

Eventually,  however,  oil  and  gas  prices  will  firm  up; 
farmers  will  receive  higher  prices  for  their  produce;  Texans  will 
be  employed;  mortgages  will  be  paid;  and  land  values  will 
Increase  commensurately  and  the  depression  in  Texas  will  be  over. 
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But  EBCOvary  is  still  some  period  away.   In  tha  meantime.  It  ia 
neceaeairy  to  manage  the  chaos  and  minimize  the  dislocation,  pain 
and  suffering  that  Is  necessarily  attendant  with  economic 
cecsBsion  and  regional  depression. 

As  In  any  human  endeavor,  the  management  of  thrift 
inatltutiona  varies  greatly  in  qualityi  ability  andi  IE  you  willr 
talent.  Certainly  I  will  not,  and  I  doubt  anyone  will,  tell  this 
Committee  that  there  have  not  been  losses  due  to  mismanaged 
thrifts  and  speculation.  However,  I  am  personally  convinced  that 
by  Car  the  largest  percentage  of  the  loan  lasses  being 
experienced  by  SGLs  in  Texaa  do  not  stem  from  such  factors.  If 
the  management  of  every  ailinq  SIL  in  an  energy  or  farm  market 
were  replaced  today  by  Angels  with  extensive  SIL  experience  who 
could  miraculously  cure  all  the  problems  caused  by  mismanagement, 
there  would  still  be  a  need  for  a  policy  of  flexibility  and 
forbearance  for  the  next  several  years  on  the  part  of  the  thrift 
regulators  due  to  extraneous  economic  factors. 


It  is  significant  to  note  that  over  351  of  the  houses  on 
which  Dnited  is  foreclosing  were  built  prior  to  1981  and, 
therefore,  are  properties  in  which  borrowers  would  normally  have 
built  up  equity.   In  addition,  many  of  the  apartment  complex 
loans  being  brought  to  our  Workout  Committee  date  back  as  far  as 
1969  with  loan  balances  of  $4,  $5,  and  $6  per  square  foot.   When 
such  loans  will  not  service  existing  debt  because  of  the 
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conblnatlon  of  high  vAcanclss  and  Increased  operating  coata,  the 
Magnitude  of  the  acononlc  depresalon  In  the  Southweat  la  readily 
apparent. 

But  it  is  not  sensible  to  say  that  these  propertlea  are 
worchleas  just  becauaa  they  are  not  now  servicing  their  debt  or 
operating  expenaea.  They  may  not  have  great  value  today  but, 
given  a  period  of  time,  they  will  cone  back.  Look  at  some 
examples:  in  1976,  New  Vork  property  was  being  foreclosed  at 
absurd  rates,  today  those  sane  properties  are  pure  gold,   in 
Detroit,  houses  were  being  given  away  in  igeZi  today  there  ia  a 
four  to  aiK  month  backlog  for  buying  new  houses.   Similarly,  we 
all  talked  about  deindustriallcation  of  New  England  and  the 
disastrous  dealse  of  Boston  area  in  the  nld-197D's.  Today,  Hew 
England  and  Boston  are  the  hottest  growth  markets  for  Industrial 
jobs  and  for  real  estate  values  in  the  country.  He  are  in  a 
regional  and  cyclical  depression  but  we  are  naaring  the  botton  of 
it.   Kith  some  assistance  we  can  ride  this  depresalon  out,  get 
over  the  hunp  and  into  a  situation  where  we  can  again  be 
piroCi  table. 

It  would  be  a  grave  tragedy  and  disservice  to  this  nation 
for  the  regulators  of  the  thrift  industry  and  Congress  not  to 
recognite  and  adjust  for  this  massive,  yet  temporary. 
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If  all  thrifts  matk   down  their  loans  to  'mackeC  (as  the 
Bank  Board  defines  that  term)  at  the  titne  of  foreclosure,  every 
financial  institution  In  the  Southwest  will  probably  beconie 
Insolvent  within  just  a  few  years.  On  Che  other  hand, 
implementation  of  realistic  forbearance  policies  can  prevent  this 
result.  This  will  not  be  the  first  tine  there  has  been  a 
forbearance  solution  for  a  particularly  devastating  regional 
economic  problen.  The  near -bankruptcy  of  New  York  City  did  not 
require  the  New  York  banks  to  write  down  their  Hew  York  bonds  to 
maclcet.   If  that  had  been  required,  many  of  the  New  York  City 
banks  would  have  been  insolvent.   Similarly,  when  the  Farm  Credit 
Bank  crisis  arsse  last  year  it  was  decided  that  Chese  banks  could 
write  off  their  losses  on  real  estate  over  a  20  year  period  of 
time.   As  I  noted  at  the  outset  of  my  remarks,  had  United  had  the 
sane  opportunity  In  198e,  instead  of  showing  a  S3G  million  dollar 
loss,  we  would  have  had  a  SSO-GO  million  dollar  profit. 
Moreover,  if,  through  some  act  of  God  we  had  been  able  to  float 
our  real  estate  collateral  south  by  only  350  miles  to  the  other 
side  of  the  Mexican  border  we  could  have  advanced  the  interest 
payments  to  the  borrowers,  and  all  of  our  real  estate  loans  would 
have  been  considered  "current'.   The  interest  would  have  been 
considered  a  loan  and  everything  would  have  been  wonderful. 
This,  in  essence,  is  the  cornerstone  of  the  handling  by  major 
connercial  banks  of  their  loans  to  lessee  developed  countries. 
Vet  the  actual  prospects  for  repayment  are,  I  submit,  much  better 
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for  the  loans  secured  by  Houston  eaal  estate  than  for  many  loans 
to  Bcaiil,  Peru  or  Argentina.  All  we  are  asking  for  Is  a  level 
playing  field. 

I  note  that  the  Bank  Board  has  within  the  past  week 
announced  a  recognition  of  sone  of  these  pcoblams,  and  we  at 
United  applaud  their  efforts.  But,  I  believe  that  we  need  to  go 
further.  The  new  policy  deals  only  with  institutions  falling 
below  nlnimuB  regulatory  net  worth,  whereas  the  LDC  and  Farm 
Credit  response  addressed  the  problem  of  an  actoss-the-board 

I  would  therefore  like  to  turn  briefly  to  the  elements  of 
forbearance  and  flexibility  which  t  believe  are  essential  and  to 
suggest  a  few  technical  regulatory  changes  which  could  be  quickly 
implemented.   Combined,  these  actions  would  go  a  long  way  toward 
relieving  the  crisis  in  the  thrift  industry  caused  in  my  area  of 
the  country  by  the  depression  in  the  agricultural,  energy  and 
real  estate  sectors  of  the  economy  without  unduly  burdening  our 
financial  system  or  allowing  dishonest  or  weak  management  to 
avoid  detection. 
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I  believe  it  is  vital  that  savings  institutions  serving 
depressed  local  econamieB  receive  adequate  immediate  assistance 
in  tt)«  form  at   speciEic  regulatory  forbearance.  I  have  three 
suggestions  for  the  form  this  forbearance  could  Caka. 


The  first  form  of  forbearance  would  be  to  institute  a 

on  loan  classifications  on  the  basis  of  a  decline  in 
.  the  value  of  real  estate  collateral  located  in  designated 
geographic  areas  most  hard-hit  by  the  depression  in  the  energy 
and  agricultural  sectors.   Such  a  program  would  be  modeled  after 
the  approach  followed  by  the  commercial  bank  regulators  in 
requiring  classification  of  international  loans  to  lesser 
developed  countries  ("LDCs").  SSS.  ^2   C.F.R.  S  211.43.   Under  the 
commercial  bank  program,  banks  are  not  required  to  recognise 
losses  on  loans  to  LDCs  unless  and  until  the  LDC  has  been 
appropriately  designated  by  joint  action  of  the  Federal  Reserve 
Boardf  the  Federal  Deposit  Insurance  Corporation  and  the  Office 
of  the  Comptroller  of  the  Currency.   The  program  for  thrifts 
could  be  operated  In  a  similar,  though  converse,  fashion. 
Certain  depressed  geographic  areas  could  be  pre-deaignated  by 
legislation.  Regulatory  loan  classifications  based  on  general 
depreciation  in  real  estate  values  in  those  areas  would  be 
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precluded  until  cagulators  had  determined,  after  appropriate 
hearings  and  investigation,  that  real  estate  values  in  those 
areas  were  no  longer  depressed  as  a  result  oC  stagnation  in 
national,  regional  or  local  energy  or  agricultural  economies. 

Alternatively,  the  Bank  Board  could  adopt  a  policy  siMllar 
to  the  policy  oC  the  Farn  Credit  Bank  which  allowed  a  20-year 
period  to  write  down  problem  loans.  Such  a  policy  would 
establish  a  15-20  year  period  for  writing  off  a  loan  the  loss  on 
which  resulted  fcon  the  decline  in  the  energy  or  agricultural 

This  approach  would  provide  the  flexibility  necessary  to 
avoid  the  "fire  sale"  valuations  now  prevalent  in  characterising 
the  quality  of  thrift  portfolios.   It  would  also  provide 
regulators  the  flexibility  to  remove  specific  areas  from  the 
"distressed"  categorization  on  an  area-by-area  basis  without  the 
necessity  of  Congressional  action  or  a  finding  that  Che  overall 
agricultural  or  energy  sectors  had  fully  i 


It  is  instructive  to  note  that  while  Texas  banks  enjoyed  a 
lower  cost  of  funds  in  19S1  than  the  Hew  York  City  banks  by  about 
12  1/2  basis  points,  today,  on  six  nonth  jumbo  CD's,  the  Hew  York 
banks  can  acquire  fund*  for  about  60  basis  points  less  than  Texas 
banks.  On  regular  six  month  deposits,  there  is  almost  a  70  basis 
point  spread.  The  reason  Cor  this  is  the  perceived  higher  credit 
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risk  of  the  Taxas  banks  comparad  to  th«  New  Vark  banks.  The 
reason  for  the  perceived  credit  risk  isi  I  believe,  a  direct 
result  at   the  different  treatment  accorded  petroleum  and  real 
estate  loans  In  the  Southwest  compared  to  loans  to  LDC's.  If  the 
New  York  City  banks  had  to  mark-to-narket  their  Brazilian  loans 
(that  have  now  suspended  even  interest  paymentelf  their  Mexican 
loans  (Which  have  been  reworked  and  reworked),  their  Argentinian 
loans  and  all  of  their  other  third  world  loans  a  number  of  then 
would  probably  have  Ilnltedi  If  any,  net  worth  today.  I  think  it 
Is  illustrative  and  useful  to  note  that  the  German  banks  (which 
have  been  required  to  recognise  the  problems  with  these  loans] 
have  written  off  approximately  45t  of  their  loans  to  Mexico  while 
Che  New  York  banks  have  written  off  virtually  none. 

While  I  realise  that  the  LI>C  situation  Is  a  political 
problem  involving  more  than  bank  repayments/  the  truth  of  the 
matter  is  that  if  the  S&L  Industry  had  a  level  playing  field  and 
the  New  York  LDC  loans  were  treated  the  same  as  the  loans  In 
Texas,  the  interest  rate  differential  today  would  not  be  in  favor 
ot  the  New  York  banks.  The  effect  would  be  to  eliminate  the 
differential  in  rates  for  New  York  and  Texas  banks. 
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Formal  Porbajr«nc»  Policy. 

The  second  forn  oC  asslatanca  would  be  the  adoption  of  a 
capital  Cocbearance  policy  for  thrift  Insbitubions  patterned 
closely  on  the  forbearance  policy  adopted  last  year  by  the 
federal  banking  agenciea.  SfiB  SI  Fed.  Reg.  1530S  (Apr.  23,  1986) 
('Bank  Policy").  The  Bank  Policy  recognizes  that,  in  times  of 
economic  deptesaion  In  certain  sectors,  it  ia  vital  that  lending 
institutions  continue  to  service  those  econonic  sectors  that  are 
still  vital  and  which  can  forn  the  basis  of  recovery  for  the 
Instltutiona  involved  as  well  as  other  depressed  sectors. 
Briefly,  the  Bank  Policy  ia  to  forego  regulatory  action  against  a 
bank  whose  pciaary  capital  ratio  falls  below  a  specified  level  so 
long  as  that  decline  is  caused  by  the  depression  in  the 
agricultural  and  energy  sectors  and  not  by  nlsinanagenent >  fraud, 
speculation  or  other  such  reasons.  In  addition,  the  bank 
regulators  will  allow  a  bank,  in  spite  of  its  Impaired  capital, 
to  continue  to  make  loans  to  solvent  borrowers  in  order  to 
provide  capital  to  thriving  economic  sectors  and  to  rebuild  the 
bank's  capital. 

In  contrast,  the  Bank  Board  has  recently  doubled  its  basic 

capital  requirements  for  S(La,  to  be  phased  in  starting 
Immediately.  This  action,  when  coupled  with  the  actions  relating 
to  required  reappraisals  and  revaluation  of  assets,  is  in  stark 
contrast  to  the  mote  realistic  approach  of  the  bank  regulators 
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and  could  wttll  l*«d  to  unfaic  and  anomalous  raaulCs.  Ii  tor  one, 
fall  to  see  the  logic  In  a  regulatory  system  which  allows  the 
bank  which  has  financed  the  operations  of  an  Independent  oil 
driller  in  Bouston  to  remain  open  despite  delinquencies  in  the 
loans  extendadi  while  the  savings  and  loan  which  has  made  a 
nortgage  on  the  oil  driller's  hone  ia  closed  because  payments  on 
his  home  nortgage  are  missed  and  the  value  of  the  home  has 
declined. 

For  this  reason,  I  was  encouraged  by  the  Bank  Board's 
announcement  late  last  week  of  a  forbearance  policy  similar  to 
that  in  efEecc  for  commercial  banks  in  the  energy  and 
agricultural  sectors.  However,  I  believe  the  Board's  new  policy 
can  only  be  affective  if  it  is  coupled  with  the  type  of  reprieve 
from  appraisal-based  loan  write-downs  I  have  discussed  above. 
Simply  put,  the  magnitude  of  reserves  which  nay  be  required  based 
on  depressed  real  estate  collateral  values  is  such  that  a  large 
number  of  thrifts  would  be  unable  to  meet  the  1/2  of  It  capital 
standard  set  forth  in  the  forbearance  policy.  Furthermore,  the 
requirement  that  thrifts  seeking  to  be  covered  by  the  policy 
demonstrate  a  program  to  restore  their  capital  levels  independent 
of  any  restoration  of  collateral  to  normal  values  will  simply  be 
unrealistic  in  many  cases. 


Digitized  by  Google 


In  addition,  I  think  that  the  applicability  of  that  portion 
of  the  Bank  Board's  revised  capital  regulation  which  incieasee 
the  basic  required  capital  ratio  from  3t  to  61  should  be 
postponed  with  respect  to  thrifts  in  depressed  areas.  Thrifts 
suffering  from  declines  in  the  energy  or  agricultural  sectors 
they  serve  should  not  be  required  to  meet  increased  capital 
standards,  particularly  whan  those  standards  were  put  Into  effect 
after  the  economic  distress  afflicting  those  sectors  had  already 
cone  into  existence. 

Loan  Assistance  Policy. 

The  third  means  by  which  Congress  could  provide  temporary 
but  iRimediate  assistance  to  thrifts  serving  scononilcally 
depressed  areas  is  once  again  premised  upon  the  belief  that  any 
acute  slump  in  real  values,  such  as  that  presently  affecting 
Texasr  is  temporary  and  that  such  values  will  recover  in,  at 
most,  5  to  10  years.  The  assistance  I  propose  would  consist  of 
the  transfer  of  a  non-performing  loan  or  non-earning  real  estate 
owned  ("REO")  to  the  PSLIC  or  other  appropriate  federal 
government  entity  In  exchange  for  a  long-tern  non-interest 
bearing  note  equal  to  the  book  value  of  the  loan  or  real  estate 
transferred.  The  FSLIC  would  hold  the  transferred  asset  for  the 
period  of  economic  recovery,  at  which  time  PSLIC  either  disposes 
of  the  collateral  (which  should  then  be  worth  the  value  at  which 
it  was  put  on  the  FSLIC's  books),  or  the  institution  would 
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rsacquire  it  in  exchange  for  the  FSLIC  not«.  The  institution 
would  continue  to  service  the  loan  or  REO  in  either  case  ao  that 

no  increaBe  in  FSLIC  staff  would  be  required. 

This  approach  would  have  the  advantage  of  requiring  no  cash 

outlays  by  the  FSLIC  but  would  effectively  "wacehouse"  non- 
perforning  loans  or  REO  so  that  large  write-downs  would  not  be 
required  on  the  books  of  the  Inscitutions  involved  during  the 
period  of  economic  recovery.  Disruptions  in  local  real  estate 
markets  caused  by  the  "dumping"  of  assets  of  insolvent 
Institubions  would  be  avoided.  As  I  see  iti  this  is  the  lease 
costly  approach  to  bridge  the  period  between  now  and  the  time 
when  the  energy  and  agricultural  sectors  rebound  economically. 

As  an  alternative  to  the  above  proposal,  the  net  worth 
certificate  ("NWC)  program  first  authorized  by  Congress  in  1982 
could  be  reinstituted  and  modified  to  cover  losses  generated  as  a 
result  of  the  revaluation  of  REO  or  loans  secured  by  property  in 
specified  depressed  areas.  As  under  the  NWC  programi  the  FSLIC 
would  purchase  NWCs  from  the  institution  in  exchange  for  FSLIC 
notea.  The  NHCs  would  be  redeemed  when  institution's  local 
economy  in^roved  sufficiently  that  reserves  with  respect  to  its 
assess  were  no  longer  required,  and  its  capital  was  therefore 
adequate  to  support  repayment. 
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555 


I  note  that  R.R.  1063  recently  tntcoduced  by  Rep.  Bartlett 
requires  the  Bank  Board  to  undertake  a  study  to  deterinine  the 
feasibility  of  a  warehouse  facility.   I  would  like  to  take  this 
opportunity  to  extend  ny  heartfelt  thanks  to  CongceBsman  Bartlett 
•nd  other*  foe  their  efforts  to  bring  the  need  for  a  forbearance 
policy  centaratage  and  for  Introducing  legislation  that  goes  a 
long  way  to  meet  the  needs  oC  thrift  Institutions  located  in 
economically  depressed  regions.   In  many  respectsi  the  foregoing 
proposals  on  my  part  track  provisions  in  H.R.  1063.   In 
particular,  the  loan  purchase  or  extended  net  worth  certificate 
prograns  I  have  discussed  are  options  for  the  operation  of  a 
facility  of  the  type  that  H.R.  1063  proposes  be  studied.   I  would 
urge  that  the  Conalttee  nova  ioniedlately  toward  the  establishment 
of  such  a  facility,  or  limit  to  90  days  the  tiow  the  Bank  Board 
has  to  study  such  proposal  and  mandate  irnplementaCion  of  a 
facility  within  a  fixed  tine  thereafter.   It  would  appear  that  an 
existing  institution,  the  Federal  Asset  Disposition  Association, 
is  already  established  which  could  fulfill  this  function.   The 
demonstration  of  need  is  with  us  dally.  The  longer  Che  solution 
is  delayed,  the  harder  and  more  expensive  the  solution  will 
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APPRAISALS 

In  Addition  to  the  piogcams  addressed  above,  I  would  like  to 
suggest  certain  methods  by  which  the  Bank  Board  could  iioiiediately 
Improve  the  environnent  for  thrifts  serving  economically 
depressed  regions.   An  example  of  an  easily  implemented 
regulatory  change  vhlch  would  have  a  dramatically  positive  effect 
on  the  solvency  of  many  Texas  S&Ls  is  a  lessening  of  the 
frequency  and  stringency  of  the  revaluation  of  assets  and 
collateral  required  by  the  Federal  Home  Loan  Bank  Board.  The 
Bank  Board's  regulations  provide  that  collateral  securing  a  loan 
must  be  reappraised  in  connection  with  a  foreclosure.   In 
addition,  an  examiner  may  order  reappraisals  of  thrift  assets  as 
frequently  as  "advisable  or  necessary."   I  believe  there  are  two 
fundamental  problems  with  the  current  approach  the  Bank  Board 
follows  with  respect  to  reappraisals. 

The  first  is  that  reappraisals  are  required  much  more 
frequently  than  Is  "advisable  or  necessary.'  I  think  it  is  safe 
to  say  that  reappraisals  are  ordered  with  respect  to  the  vast 
majority  of  non-resldentlal  real  estate  loans  experiencing  any 
sort  of  performance  difficulty,  whether  or  not  close  to 
foreclosure.   Often  reappraisals  are  ordered  on  fully  performing 
loans.  This  in  turn  imposes  an  undue  burden  on,  and  generates 
needless  expense  for  the  institution  involved.   The  reappraisal 
process  is  no  small  matter,  tinder  Bank  Board  regulations  and 
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Hemorandun  I  R  41e,  th*  thtiCt  auat  pay  for  any  appraisal,  and 
the  appralsar  nust  uaa  "All  cacoqntisd  «ppc«isal  nathods  and 
techniques, '  eathec  than  just  that  technique  the  appraiser 
believes  will  most  accurately  produce  the  naricet  value  of  the 
property.   In  essence,  this  requires  the  amiralser  to  conduct> 
and  the  thrift  to  pay  for,  as  nany  different  appraisals  of  the 
same  asset  as  there  are  recoqnlied  appraisal  nethods  and 
techniques  with  respect  to  the  asset.   As  an  exaiaple/  in  1986/  in 
connection  with  our  FHLB  examination.  United  spent  about  $1 
ailllon  for  new  appraisals.   In  addition,  the  scope  and 
documentation  required  In  connection  with  an  appraisal  Is 
extensive,  going  far  beyond  what  is  otherwise  conventional 
practice  In  the  appraisal  Industry. 

The  reappraisal  process  is  thus  extrenaly  cunbersone  and 
time  consuming.   This  is  frustrating  In  and  of  itself,  but 
becomes  even  more  so  when  the  reappraisal  occurs  in  the  context 
of  a  depressed  market  In  which  the  collateral  property  cannot  and 
will  not  be  sold,  (to  purpose  seems  to  be  served  by  obtaining  the 
reappraisal,  other  than  to  confirm  that  a  problem  loan  is  a 
problem  or,  in  some  cases,  that  a  performing  loan  would  be  a 
problem  If  it  became  delinquent.  With  deference,  I  do  not 
believe  either  an  Institution  or  its  regulators  need  frequent 
reappraisals  to  reach  those  conclusions,  while  the  reappraisal 
theoretically  provides  an  estimate  of  the  siie  of  the  problem,  I 
believe  this  does  not  actually  occur.  Rarely  is  collateral  sold 
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at  all  in  the  cucccnt  market,  and  even  more  racely  aC  th« 
appraisal  value  —  the  price  may  be  higher  or  lower.   When 
property  finally  is  sold  or  the  loan  refinanced,  it  nay  be 
sufCiciently  long  after  the  original  reappraisal  that  yet  i 
reappraisal  will  be  required.  Thus,  I  seriously  doubt  that 
reappraisals  of  collateral  provide  any  reasonable  measure  of  the 
actual  loss  that  will  ultimately  be  Incurred  in  connection  with  a 
problem  loan. 

This  brings  me  to  the  second  fundamental  flaw  in  the  current 
appraisal  process.   Aside  from  the  expense  and  burden  of 
conducting  numerous  reappraisals,  the  effect  of  reappraisal  can 
be  onerous.  If  the  revaluation  determines  that  an  asset  is 
overvalued,  the  Sank  Board  requires  the  institution  to  adjust  the 
book  value  of  the  asset  and  establish  a  specific  reserve  in  the 
amount  of  the  overvaluation,  which  concomitantly  reduces  the 
institution's  regulatory  capital.  The  appraisal  requirements  of 
tR  41c,  as  applied  by  the  Bank  Board,  require  appraisers  to  make 
projections  and  to  utllite  techniques  that  do  not  produce  useful 
estimates  of  loan  quality  or  of  an  institution's  health.  In 
practice,  the  appraisal  process  generates  the  lowest  possible 
estimate  of  fair  market  value,  rather  than  the  most  reasonable 
estimate.  The  Board  requires  that  all  recognized  valuation 
methods  must  be  presented  in  an  appraisal,  but  it  rejects  as 
inadequate  appraisals  which  da  not  include  all  such  methods  or 
which  do  not  conclude  Chat  the  fair  market  value  is  in  fact  at  or 
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close  to  th«  lowest  of  the  values  produced  by  different  nethode. 
In  this  wey.  the  Bank  Board  producee  the  most  conservative  (that 
is,  pessimistic)  view  of  loan  quality.   It  also  has  the  effect 
that  the  largest  possible  losses  will  be  estimated,  the  Largest 
reserves  will  be  required)  and  the  largest  number  of  insolvencies 
□r  'supervisory  cases*  will  result.  This  is  not  to  say  the 
regulators  intend  this  resulti  It  is  only  to  say  that  It  is 
unrealistic  to  apply  the  most  conservative  appraisal  method  in  a 
depressed  narketi  and  to  regard  it  as  determinative  oC  the  long 
term  viability  of  a  loan,  a  portfolio  of  loansi  a  lending 
Institution!  or  a  segsent  of  the  lending  industry. 

Let  me  given  you  an  example.  He  recently  had  an  apptaisal  on 
an  apartment  project  which  was  built  In  the  early  19BOs.  At  that 
time,  the  appraiser  projected  a  101  per  annum  rent  increase.  On 
the  most  recent  appraisali  however,  the  aame  appraiser,  utilizing 
the  rules  and  legulationa  set  forth  under  IR  41c,  projected  no 
lent  Increases  for  the  next  three  years  and  only  a  5%  Increase  in 
the  fourth  year.  Our  auditors  reviewing  the  appraisal  felt  that 
the  5t  increase  in  the  fourth  year  was  unduly  optimistic. 

Additionally,  to  determine  the  value  of  the  propertyi  the 
appraiser  wanted  to  use  a  14-1/It  return  as  a  current  return  on 
equities  in  real  estate.  Frankly,  having  spent  over  30  years  in 
the  real  estate  business,  I  can  ssure  you  there  are  no  deals 
being  offered  in  the  United  States  today  that  give  a  14-1/2% 
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reCucn  on  equicy.  Seven,  eight  on  nine  percent  ceturns  ate  much 
note  realistic.  Similarly,  the  appraiser  used  an  ll-l/2t  'cost 
of  funds"  at  a  time  when  one  can  borrow  money  all  day  long  at  9- 
l/2t  and  10%.  Therefore,  the  underlying  assumptions  used  by  the 
appraiser,  which  are  not  reflective  of  a  readily  discernable 
market,  drive  the  collateral  valuation  down  at  a  time  when 
thrifts  like  United  are  trying  to  keep  a  valuation  as  reasonable 
as  possible. 

Thrifts  should  not  be  forced  imnedlately  to  recognize  in 
full  losses  in  the  value  of  real  estate  collateralizing  their 
loans.  In  most  cases,  this  real  estate  collateral  would,  in  a 
normal  market,  have  a  strong  underlying  value.   It  is  simply 
unrealistic  to  require  an  institution  Co  rebook  such  collateral 
at  a  mere  fraction  of  its  value  when  it  cannot  and  will  not  be 
disposed  of  In  a  forced  fire  sale  at  the  bottom  of  the  market. 
Not  only  would  sales  in  the  current  temporarily  depressed 
environment:  result  in  little  recovery  on  otherwise  valuable 
collateral,  but  such  sales  would  compound  the  problem  by  glutting 
the  market,  forcing  down  the  value  of  other  collateral  securing 
other  loans. 

For  example,  United  has  on  many  occasions  funded  the  initial 
construction  of  homes,  townhouses  and  condominiums  and  also 
agreed  to  loan  the  money  to  individual  purchasers  when  these 
people  agreed  to  acquire  a  home.   In  one  case  that  I  know  of. 
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Onited  as  ffl«de  loan*  on  ovar  SO  houses  In  a  subdivlaion  at  an 
avataqe  prlca  of  approziaately  $100,000.  The  loans  were  made  ac 
90%  of  appraised  value  at  the  time  of  the  loan,  or  appcoKlnataly 
$90,000.  Today>  using  the  Information  generated  by  the 
•upecvisory  people  at  the  Federal  Home  Loan  Bank  of  Dallas,  there 
has  been  an  approximate  38%  decline  in  Houston  real  estate 
values.   If  we  asauna  these  hoaes  had  the  average  decline,  the 
$100,000  house  Is  now  worth  approxlnately  $65,000  -  $70,000. 
When  United  is  forced  to  foreclose  on  a  house  in  the  subdivision, 
using  the  tB  41c  Appraisal  technique  we  obtain  an  appraisal  of 
approximately  $70,000.   I£  we  wish  to  resell  this  hone,  we  cannot 
finance  an  amount  In  excess  of  $70,000  since  neither  we  nor  any 
other  thrift  can  finance  more  than  lOOt  of  the  sale  price. 
Similarly,  when  an  individual  wishes  to  sell  his  house  in  the 
same  subdivision,  even  If  he  has  received  an  offer  of  $80,000  - 
$90,000,  the  buyer  cannot  obtain  financing  for  more  than  $70,000 
fron  a  thrift.  Appraisers  will  look  at  the  most  recant  sales  In 
the  subdivision  (Dnlted's  at  $70,000)  and  determine  that  the 
value  of  the  homes  in  that  subdivision  Is  $70,000.  Therefore  the 
maximum  loan  a  purchaser  could  get  would  be  $70,000.  Thus, 
single-handedly,  we  have  lowered  the  value  of  all  homes  in  that 
subdivision  because  of  the  forced  'recognition"  of  an  appraised 
price  reflecting  a  depressed  economy. 
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As  people  in  that  subdivision  see  their  hoaes  losing  value, 
they  malce  the  judgment  that  they  are  better  off  "walking  away" 
Ctom  their  house  and  returning  It  to  the  lender.  As  the  lenders 
continue  to  build  up  their  inventory  of  houses  in  the 
subdivision,  even  the  $70(000  price  cannot  hold.  Sooner  or 
later,  one  lender  (or  the  receiver  of  a  lender)  cracks  and  sells 
a  hone  below  $70,000.  Then,  a  new  vicious  cycle  is  established, 
as  $70,000  becomes  the  ceiling  instead  of  the  floor  and  you  again 
have  this  forced  liquidation. 

The  fact  is  that  this  type  of  absurd  result  is  becoming 
conmonplace  in  Houston  because  of  regulatory  requirements  that 
loans  be  classified  based  on  declining  collateral  real  estate 
values.  Mandated  loss  recognition  in  such  circumstances 
threatens  or  eliminates  the  solvency  of  many  institutions, 
generating  federal  receiverships  or  other  approaches.   The  effect 
of  having  more  real  estate  collateral  on  the  market  is  CO  cause 
further  declines  in  the  "market  value"  of  the  real  estate 
col lateral i ling  loans  held  by  otherwise  healthy  institutions. 
Thus,  the  unrealistic  assumptions  underlying  regulatory 
revaluation  policies  become  self-fulfilling  prophecies,  to  the 
ultimate  detriment  not  only  of  all  lending  institutions  in  the 
area,  but  of  the  FSLIC  itself  and  all  institutions  that  fund  Its 
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B«vlng  said  thisi  I  waa  gratlfiad  to  ■••  that  th«  PHLBB 
acknowledged  last  Thursday  that  its  appialsal  pollcias  ware 
having  the  effects  I  have  just  dasccibad.  Although  I  have  not 
had  sutficlant  tiaa  to  review  the  Board's  new  policy  in  detail, 
it  appears  to  na  that  the  Board  still  has  not  addtested  with 
■uttlcient  specificity  the  single  Kst  critical  pcoblea  tor 
Onited  and  nany  other  Texas  SaLs — reliance  upon  current  narket  -~' 
value  appraisals  to  determine  the  value  of  a  loan  collaterallied 
by  real  estate  located  in  an   economically  depressed  area.  Onle9«~ 
the  Board's  new  policy  includes  additional  specific  provisions  to 
recognize  reasonable  prospects  for  future  recovery  in  deternining 
loan  value.  I  believe  that  the  new  policy  will  provide  little 
actual  forbearance  to  thrifts  in  econoMlcally  depressed  regions. 

I  know  It  Is  going  beyond  usual  legislative  practical  but  I 
would  hope  that  soaehow  the  Congress  could  make  clear  to  the  Bank 
Board  the  desirability  of  reducing  the  frequency  with  which 
appraisals  are  currently  required,  at  least  in  econcaically 
depressed  areas.   I  suggest  that  the  necessity  Cor  an  appraisal 
Is  limited  to  cases  in  which  a  new  loan  is  originated  (excluding 
aere  restructurings)  or  there  is  an  actual  dispoaltion  oC  the 
collateral  property.   In  addition,  the  Board  should  be  required 
to  accept  an  appraisal  based  on  any  method  approved  under 
recognlied  appraisal  standards,  deemed  appropriate  by  the 
appraiser,  and  consistent  with  generally  accepted  i 
principles. 
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Conpounding  the  problena  which  any  lending  institution  Hould 
face  In  out  market  ace  the  speciCic  problems  foe  thrifts  which 
result  from  the  regulatory  accounting  treatment  to  which  they  are 
subject  as  compared  with  that  applicable  to  commercial  banks. 
One  of  the  major  areas  of  difference  Is  the  unavailability  In 
practice  to  thrift!  of  the  Financial  Accounting  Standards  Board 
Standard  15,   commonly  referred  to  as  PASB  IS.  This  standard, 
relating  to  accounting  for  troubled  loansi  allows  a  creditor  to 
account  prospectively  for  the  effects  of  a  debt  Hhich  has  been 
resCructured.  FASB  IS  essentially  allows  the  creditor  to 
continue  to  account  for  the  investment  In  the  sane  manner 
utilized  for  the  original  debt  prior  to  the  restructuring,  so 
long  as  such  accounting  methods  are  consistent  with  generally 
accepted  accounting  principles  ("GAAP").   The  purpose  of  FASB  15 
is  to  allow  an  institution  to  be  flexible  toward  certain  troubled 
debts  to  avoid  a  foreclosure  proceeding  and  unnecessary  loss 
recognition  which  benefits  neither  party.  At  the  same  time,  FASB 
15  contains  numerous  provisions  to  ensure  that  actual  losses  are 
recognized  at  Che  proper  time  and  to  prevent  fraud. 

in  contrast.  Bank  Board  procedures  generally  require  a 
reappraisal  of  underlying  collateral  at  the  time  a  loan  is 
restructured  or  upon  the  order  of  the  examiner.   For  the  reasons 
discussed  above,  a  reappraisal  almost  universally  results  in 
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lowsr  values  Cor  collateial  and  requires  that  raaervea  be 
establiehed  and  capital  be  reduced  innedlately.  Thus,  although 
the  phased  reco9nitian  of  the  effects  of  debt  restructuring  is 
theoretically  available  to  thrifts  under  PASB  IS.  In  practice  it 
is  not.  The  current  "loss"  which  PASB  IS  permits  to  be  deferred 
over  the  lite  of  a  restructured  loan  will  already  have  been 
recognised  as  a  result  of  the  reappraisal  before  the  loan  is 
:ured. 


The  solution  is  for  the  PHLBS  to  allow  thrifts  restructuring 
their  troubled  loans  to  forego  an  appraisal  and  to  account  for 
such  restructuring  under  FASB  15.   If  thrifts  were  to  use  PASB 
15,  there  would  be  a  significant  reduction  of  Che  pressure  on 
capital  ratios  for  thrifts  holding  troubled  loans  which  have 
been,  or  could  be,  restructured.  This  would  eliminate  the 
unjustified  difference  in  loan  workout  treatment  available  to 
thrifts  as  opposed  to  banks. 

The  Bank  Board's  new  forbearance  policy,  which  encourages 
thrifts  to  "develop  work-out  strategies  with  their  troubled 
borrowers  where  appropriate"  and  'reaCeirmts]  that  (GAAP]  can  be 
used  to  pernit  loan  restructuring  without  loss  recognition  where 
appropriate*  appears  Co  discuss  this  issue.  As  notedi  thrift 
institutions  are  not  able  to  share  the  advantages  of  this  type  of 
loan  workout  accounting  unless  loss  recognition  through 
reappraisals  is  not  required.   The  Bank  Board's  statement 
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released  on  Thursday  docs  not  contain  sufficient  details  to 
assure  that  the  advantages  of  FA5B  15  presently  applicable  to 
conunercial  banks  cegulated  by  FDIC  and  the  comptroller  of  th« 
cuirencyr  will  in  fact  now  be  available  to  thrifts. 

Thrifts  also  receive  less  favorable  treatment  than 
conuneccial  banks  in  the  timing  of  loss  recognition  and  the  effect 
of  establishment  of  reserves  foe  loan  losses.  Currently,  when  a 
loss  is  indicated  as  a  result  of  a  reappraisal,  a  thrift  must 
establish  a  reserve  against  the  value  of  the  loan.  The 
establishment  of  this  reserve  results  in  a  corresponding 
reduction  in  the  institution's  capital,  and  the  reserve  itself 
cannot  be  counted  toward  the  institution's  capital  requirement. 
Thus,  a  loss  is  recognized  on  a  thrift's  balance  sheet  as  soon  as 
the  quality  of  the  loan  giving  rise  to  It  is  called  into 
question.   Banks,  on  the  other  hand>  not  only  are  under  no 
obligation  to  obtain  an  appraisal  which  ulll  bring  the  value  of 
the  loan  into  question,  but  also  are  permitted  to  count  loan  loss 
reserves  toward  regulatory  capital  requirements.  Effectively, 
establishment  of  the  reserve  has  a  neutral  effect  on  the  bank's 
ability  to  satisfy  regulatory  lequlrenents.  Once  again,  the 
result  is  disparate  treatment  of  different  lenders  facing  similar 
problems. 


Digitized  by  Google 


I  note  that  In  its  release  of  last  Thursday,  the  Thlbb 
states  that  It  will  revise  its  asset  classification  and  loss 
[eeetva  mechanisB  so  that  reserves  required  with  respect  to 
assets  classified  'Doubtful'  w^^^  be  permitted  to  be  used  to 
satisfy  regulatory  capital  requirements  of  the  FSLIC.   Assumir 
this  action  will  ba  slnilatly  applied  to  substandard  assets  ati 
that  no  Increase  in  capital  requirements  will  be  Imposed  in 
connection  with  such  assetst  I  believe  the  Board's  action  is  a 
appropriate  first  step  In  reoovlnq  the  regulatory  accounting 
disparities  which  currently  subject  thrifts  to  second-class 
treatment  coNpaced  to  banks.  As  I  have  mentlonedi  however, 
further  action  is  needed. 


I  urge  that  there  be  included  in  connection  with  any  FSLIC 
recapitalisation  bill  reported  out  of  this  Cmnnlttee  a  specific 
directive  to  the  regulators  through  statutory  or  report  language 
to  eliminate  any  regulatory  practices  which  have  the  effect  of 
rendering  the  benefits  of  PASS  15  unavailable  to  thrifts,  and  to 
treat  the  establlshmsnt  of  loan  loss  reserves  by  thrifts  in 
economically  depressed  areas  on  a  basis  at  least  as  favorable  as 
that  routinely  accorded  the  establishment  oC  similar  reserves  by 
cmmercial  banks. 


Digitized  by  Google 


tlTHEB  PRQVISIOMS  OF  H.R.  1063 

The  Bartlete  bill,  B.R.  1063,  contains  provisions  which 
would  result  in  improvements  in  the  eupecvlsoty  process  and 
independent  agency  status  tot   FSLIC.  United  has  been  Eruetrated, 
as  have  other  thrifts,  with  the  almost  mechanical  approach  taken 
by  Bank  Board  •saminers  to  loan  classic Ications  and  appraisals. 
We  thereEore  fully  endorse  the  eleRientB  of  Section  3  of  H.R.  1063 
which  aatabllah  an  appeal  process  Cor  Bank  Board  determinations 
□E  appraisal  values,  loan  classiElcations  or  reserve 
cequirenenta.  We  also  support  the  proposals  Cor  review  of 
regulations  and  procedures  to  increase  the  flexibility  available 
to  both  managers  and  regulators  of  the  thrift  industry. 

The  bill  also  provides  independent  agency  status  Cor  FSLIC, 
similar  to  that  enjoyed  by  the  PDIC.  Although  I  assume  this  is 
mostly  a  technical  budgetary  matter  between  Congress  and  the 
Administration,  I  also  assume  that  such  reclassification  would 
result  In  greater  flexibility  for  the  fslic  in  its  Internal 
operations  at  no  additional  cost  to  the  regulated  entities.  We 
therefore  support  it. 
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Finaliy>  although  I  hava  critlctzad  aomm   oC  tha  policies  of 
the  Bank  Board,  my  ccitlcian  is  aimed  not  at  Che  merits  of  those 
policies  in  the  abstract,  but  at  the  fact  that  those  polices  as 
currently  implemented  do  not  reflect  a  balancing  o£   broader 
public  policy  factors  with  the  strict  thrift  ■anagement  policy. 
The  Bank  Board's  job  is  to  resulate  and  i,nsure  thrifts  and  its 
policies  are  formulated  on  that  basis.  However,  I  believe  that 
an  economic  depression  of  the  scale  which  is  occurring  in  the 
Southwest  and  elsewhere  In  the  country  warrants  the  consideration 
of  the  public  impact  of  regulatory  policies  outside  the  scope  of 
thrift  regulation  per  se.  These  questions  are  not  within  the 
purview  of  the  Bank  Board,  but  are  rather  the  province  of 
Congress,  who  can  weigh  the  disparate  competing  interests  and 
fashion  an  appropriate  resolution.  Thus,  legislation  will  be 
required  to  adequately  address  the  topic. 

Thank  you  for  your  consideration.   I  would  be  happy  to 
respond  to  any  questions  you  might  have. 
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Mr.  Chairman.  Ladies  and  Gentlemen  of  the  Subcommittee. 
My  name  is  Drew  Darby,  and  I  am  a  practicing  attorney  with 
offices  in  5an  Angelo  and  Dallas,  Texas.  Because  one  of  my 
offices  is  located  In  the  heart  of  th«  oil  patch,  and  my  other 
office  is  situated  in  a  combat  zone  which  is  commonly  known  as 
Dallas,  my  clients  and  I  have  been  'in  the  trenches"  trying  to 
■urviv«  these  eKCraordinary  economic  times. 

I  welcome  the  opportunity  to  appear  before  this  august  body 
so  that  each  of  you  may  have  yet  another  perspective  as  to  the 
financial  crisis  facing  thrift  institutions  across  the  country. 
I  am  painfully  aware  that  the  Federal  Savings  And  Loan  insurance 
Corporation  must  be  recapitalized,  and  House  Bill  27  provides  the 
mechanica  for  accomplishing  this  necessary  goal.   However, 


D,j,i,i.aL,  Google 


coupl«d  with  said  r«capi tali tat ion,  thera  matt  be  a  frame  work 
•stabliihad  which  will  pemit  ncceasary  and  reasonable  regulatory 
control  to  co-exiat  with  sound,  well-nanaged  thrift  Institutions. 
I  an  convincad  that  the  'Thrift  Forbearance  And  Supervisory 
Reform  Act*  being  offered  as  an  addition  to  H.R.  27  is  a  major 
step  In  the  right  direction.  But  even  this  tarslghted  piece  of 
legislation  has  not  gone  far  enough  In  sevaral  areas.  Section 
22A  of  the  Rcforn  Act  allows  the  Padaral  Home  Loan  Board  to 
•stablish  its  own  review  and  appeal  procedure,  Including  the 
appolntnent  by  the  Principal  Supervisory  Agent  of  a  panel  of 
'Independent  Arbiters'.  Ladies  and  Gentlemen,  I  submit  to  you 
that  this  provision  is  deadly  similar  to  letting  Dr.  Jekyll 
appoint  Ht.  Byde.  In  our  jurisprudence  system,  you  do  not  let 
the  accused  select  hia  own  jury.  one  of  the  major  complaints 
which  ny  clients  have  of  the  present  regulatory  systeoi  is  that 
they  are  frustrated  by  the  lack  of  a  single  individual  or  group 
they  can  report  toi  and  Erom  which  they  can  expect  a  reasonable 
and  tinely  answac  to  their  problems.  Secondly,  they  feel  the 
system  is  ruled  through  Intinldation,  and  affords  them  no  real 
vaooa  £or  appeal  or  review  of  the  decisions  which  have  robbed 
then  of  all  normal  due  process. 

Let  lu  give  you  an  example  of  what  is  happening  Erom  ny  own 
experience.  About  a  year  ago,  countless  teams  of  Federal 
Auditors  descended  across  the  midwast  to  ascertain  the  financial 
condition  of  all  thrift  institutions.   Because  of  the  site  and 
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•xtant  of  tha  *p«zeslved*  problem,  thea«  teains  wera  largely  com- 
posed of  young  and  inexperienced  people,  who  were  for  the  moat 
part,  not  froB  that  region  to  which  they  were  assigned.  Right, 
or  wroag,  tli«  Texas  thrift  industry  believes  that  the  examiner's 
'marching  orders*  were  to  'ride  into  town,  shoot  the  bad  guys, 
depress  values,  and  hold  the  bank  up  until  the  towns  people  allow 
out  of  state  banking*.  That  is  precisely  what  has  happened, 
although  I  have  oo  complaints  about  the  expulsion  of  any  outlaws 
from  the  thrift  industry.  However,  monstrous  decisions  were  made 
which  resulted  in  the  immediate  reclassification  of  loans,  lAich 
In  turn  created  many  "insolvent"  institutions.  After  being 
notified  by  the  Supervisory  Agent  of  it's  precarious  financial 
position,  one  such  client  requested  that  I  attend  a  hastily 
called  meeting  between  the  Supervisory  Agent  and  the  institu- 
tion's Board  of  Directors.  This  Board  was  comprised  of  local 
business  leaders  who  owned  no  part  of  the  institution.  A 
HashlngtOD  attorney  was  additionally  retained  to  help  formulate 
and  propose  a  reasonable  workout  plan  for  the  institution.  After 
many  hours  of  thoughtful  considerations,  the  group  marched  down 
to  the  Dallas  [<ederal  Home  Loan  Bank  Board,  whereupon  we 
assembled  in  the  Supervisory  Agent's  office.  After  various 
opening  remarks,  the  institution's  Washington  attorney  began  to 
outline  our  proposed  recapitalization  plan,  while  at  the  same 
time  the  Supervisory  Agent  examined  the  designs  on  his  tie. 
Shortly  thereafter,  our  Washington  attorney  was  interrupted  by 
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the  Suparvisorr  Agent  with  the  coMwnt  that  ha  didn't  car*  what 
the  Inatitutioo'a  plans  ware,  b«cause  (as  he  alaamed  hia  glassea 
down)  *thla  ia  what  you'ra  qolng  to  do'i  whareupon  ha  preceded 
to  dictate,  without  Interruption  hia  plana  for  the  Institutioo. 
Me  laft  ttaa  aAating  with  the  feeling.  If  you  will  pardon  th« 
ttxpreaaioa,  that  we  had  been  "rode  bard  and  put  np  wet*.  That 
group  of  well  Beaning  bualnesBBen  wera  acaced  and  f ruatratad,. 
b«eauBe  tbey  koaw  that  the  Jodge,  Jury  and  5upra«e  Court  had  jnat 
rendered  a  Ciaal  and  non-appealable  vardict.  There  waa  no  'do* 
proceaa'  or  guidance  in  that  bearing,  only  the  boosing  vole*  of  a 
regulatory  official  that  bad  no  ravlawing  authority. 

lodaad,  a  Dallaa  n.  S.  Diatrict  Judge  laat  Thursday  ruled 
that  the  eonzta  Bay  only  judge  whether  or  not  the  bank  board 
e^loyed  'arbitrary  and  capricious*  standards  In  closing  a 
thrift,  Absent  Statutory  contraints,  tha  ragulatora  snawez  to  no 
one.  Including  the  courts,  in  deterelning  the  life  or  death  of 
these  institutions.  The  iepact  is  that  you  better  30  along  with 
tha  regulators,  regardleaa  of  the  cooaequences. 

Bren  thoogb  the  Meeting  between  the  institution  and  Che 
Sopervisory  Ag«it  took  place  nearly  nine  aootha  ago,  the  inatitn- 
tiwi  has  not  to  this  date,  received  tbeir  final  audit  report. 
The  ioatitution'a  Board  of  Directors  is  operating  la  a  vacuwa, 
not  kaowiDg  whtcb  direction  the  regulatory  winds  aay  blow.  Tbey 
are  afraid  to  stay  00  the  Board  for  the  fear  of  being  sued  if 
the  iastitntioa  is  closed.   Tbey  are  afraid  to  resign  because  of 
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ths  fear  that  ttt«  Siapsrvlsory  Agent  will  replace  them  with  a  lass 
interested  boardt  whose  decisions  will  oitBsarbate  the  altuation, 
thareby  creating  acre  lasses,  which  also  might  result  in  a 
lawsuit  against  the  former  Board.  Even  though  a  State  Banking 
ConwlssloQsc  Representative  Is  present  at  all  meetings,  no  final 
decisions  can  be  made  on  sale  of  Institution  property,  or 
Morkouts  on  existing  loans,  without  Federal  Borne  Loan  Bank  Board 
Approval.  For  exaoiple,  this  particular  institution  has  pcop«rty 
it  Is  trying  to  sell,  and  has  in  fact  received  an  offer  for  a 
cash  sale  which  was  at  least  three  times  the  institution's  cost 
in  the  project.  The  Board  of  Directors,  and  the  State 
Supervisory  Bapresentatlve  wanted  to  sell  the  property,  but  were 
afraid  to  do  a«  withqut  Federal  Approval,  because  of  the  fear  of 
not  Belling  the  property  for  enough  money.  The  request  for  sals 
remained  unanawttred  for  months,  while  the  institution  loat  a 
golden  opportunity  to  Improve  its  financial  condition. 

One  at  the  questions  that  I  have,  is  where  there  is  evidence 
of  sound  management  in  the  Institution,  why  transfer  the  crucial 
decision  making  process  from  the  group  who  is  intimately  familiar 
with  a  project,  to  a  typically  inexperienced,  overworked,  and 
largely  disinterested  individual?  This  type  of  supervision 
simply  dees  not  work.  A  capital  forbearance  policy  must  be 
established  iriilch  permits  institutions  which  have  a  weakened 
capital  position,  as  a  result  of  a  general  economic  decline,  to 
control  the  decision  making  process  in  those  matters  which 
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■ubstantlally  affect  tbaa,  their  coonunity,  and  th«lr  propActy 
right*. 

In  addition,  Cha  ravlew  board  which  is  to  be  established 
undec  Section  ISA  of  the  Refora  Act  Is  a  necessary  and  vital 
ingredient  for  any  hope  of  due  process  in  this  system,  when  con- 
sidering this  particular  provision,  piease  keep  in  mind  the 
following: 

1.  The  COHFOSITIOH  of  the  panel  (e.g.  non-related  thrift 
Industry  personnel,  supervisory  agents,  and  perhaps 
congressional  representatives  from  the  House  Select  Consilttee  (or 
that  district)!  and 

2.  The  IHDBPSHDBHCB  of  the  panel  (e.g.  appointed  by 
Congress  to  each  Federal  Rooe  Loan  Bank  district)}  and 

3.  The  FINALITY  of  their  decision  (e.g.  Federal  Hone  Loan 
Bank  President  Is  urged,  eiccept  In  extreiie  circumstances,  to  take 
the  reconnendatlon  of  the  panel). 

Ladles  and  Gentlemen,  while  nost  of  what  you  have  heard 
during  the  last  several  days  has  been  fairly  dlsnal,  I  am  also 
here  to  report  to  you  that  the  situation  has  improved  since  the 
time  FSLIC  has  come  to  you  with  outstretched  arms  for  a  trans- 
fusion of  money.  I  recently  had  one  thrift  officer  report  to  me 
that  six  OMnths  ago  ninety  percent  of  all  requested  workouts  from 
the  FHIiBB  were  denied]  whereas  today,  ninety  percent  of  all 
requested  workouts  are  approved.  As  long  as  the  Congress  of  the 
United  States  controls  the  purse  strings,  and  those  strings 
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demand  fair  play,  due  process,  and  accountability,  then  there  Is 
hope  for  the  recovery  of  the  thrift  industry. 

My  statement  has  been  written  from  the  perspective  of  a 
lawyer  on  behalf  of  his  victimized  client.  Because  of  recent 
events,  ny  perspective  has  changed  to  that  of  the  victim.  After 
receiving  an  invitation  to  appear  before  you,  I  was  notified  that 
a  team  of  FHLBB  Investigators  had  been  sent  to  one  of  my  lenders 
to  examine  my  personal  and  business  relationship  with  them.  Is 
this  only  coincidence?  Are  these  actions  an  example  of  proper 
regulatory  control?   la  this  Orwell's  "Big  Brother  Mentality? 

I  am  not  afraid  for  myself,  because  I  have  done  nothing 
wrong.  However,  I  am  fearful  of  a  system  that  is  so  sensitive  to 
constructive  criticism  that  it  attacks  the  very  credibility  of 
all  who  Mould  speak  out  foe  reform. 

Chairman  St.  Germain  Is  correct  when  he  states  that  we  must 
insure  and  preserve  regulatory  Independence.  But  at  what  price? 
Do  we  sacrifice  the  right  of  free  speech?  Or  the  right  of  due 
process? 

The  primary  issue  for  you  to  focus  on  today  is  the  super- 
visory process  itself,  and  how  it  deals  with  these  Institutions. 
You  must  make  it  more  sensitive  and  responsive  to  the  needs  of 
the  industry.  It  must  be  held  to  some  level  of  accountability 
for  its  actions  by  the  Congress,  or  the  courtsl 

Thank  you  for  this  opportunity. ^^___ 

1l 

,  DREW  darb; 
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Mr.  Ctiairnan.  Ladies  and  Gsntlamen  of  tha  Subcommittee.  My 
name  is  Thomas  Sullivan,  I  presently  reside  in  Dallas,  Texas,  and 
I  am  President  of  a  real  estate  development  and  mortgage  broker- 

My  financial  background  covers  a  wide  area  of  real  estate, 
oil  and  gas  and  lending  relationships.  I  have  in  the  past  tt<o 
years  been  Involved  in  the  acquisition  and  sale  of  over  on* 
hundred  million  dollars  of  rsal  estate  within  the  State  of  Texas, 
predominately  In  the  Dallas-Fort  north  metroplex  area.  I  have 
also  worked  closely  with  various  savings  and  loans  and  comnierclal 
banks  in  a  mortgage  brokerage  capacity  and  In  marketing  lender 
owned  repossessed  properties. 

The  adverse  economic  conditions  caused  by  the  collapse  of  the 
oil  industry  have  bean  headlined  throughout  the  country. 
However,  the  upheavals  felt  in  the  energy  producing  states  may 
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only  be  the  beginning  of  a  much  more  •etlous  problen,  chat  i>  the 
Impending  collapse  of  the  real  estate  and  thrift  Industries  In 
those  states  where  the  lending  Institutions  are  under  the  heavy 
regulatory  hand  of  the  PRLBB. 

I  have  traveled  to  Mashington,  not  for  a  chance  to  complain, 
but  to  offer  what  I  perceive  are  some  constructive  comnents  to 
aide  in  the  restructuring  of  the  FSLIC  fund  and  to  provide  addi- 
tional Insight  to  Congress  Into  the  problems  we  now  face  in  the 
real  estate  and  thrift  industries. 

I  have  condensed  the  many  hours  of  discussions  I  have  had 
with  lenders  and  clients  Into  four  leading  observations  and 
suggestions  for  your  consideration. 

1.    Thrift  Control  to  Allow  For  Real  Estate  Professionals 

ha  In  any  business,  the  best  person  for  the  job  is 
the  person  with  experience  and  knowledge  In  the  areas 
defined  by  the  job  description. 

A  lawyer  may  not  make  a  good  doctor,  a  doctor  may 
not  make  a  good  plumber ,  and  a  plumber  may  not  make  a 
good  savings  and  loan  owner. 

It  is  ludicrous  to  assume  that  a  lawyer  should  not 
be  permitted  to  be  a  Congressman  because  his  knowledge 
and  ability  to  maneuver  Inside  the  legal  system  would 
make  It  dangerous  for  him  or  her  to  perform  in  a  law 
making  and  regulatory  body. 

It  Is  equally  ludicrous  Co  assume  that  a  competent 
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and  knowledgaabl*  parson  that  makes  his  livelihood  pri- 
marily from  real  astate  related  actlvitla*,  even  as  a 
developer,  would  not  nake  an  excellent  parson  to  own  and 
operate  a  thrift.  In  the  pasti  as  wall  as  in  the  pre- 
sent, this  classification  of  a  control  owner  has  been 
denied  approval  by  the  fhlbB.  The  denial  is  linked  to 
the  scenario  of  "the  fox  In  the  hen  house*,  in  order  to 
prevent  self  dealing  and  conflicts  of  interest.  7his 
denial  impliea  that  all  people  with  their  primary  source 
of  incone  derived  froB  real  estate  would  bacome 
entangled  in  illegal  self  dealing. 

The  competent  real  estate  developer  is  experienced 
in  fields  of  asset  evaluation,  marketing,  construction 
management  and  financing,  which  experience  Is  indispen- 
sible  as  it  relates  to  the  management  of  a  thrift. 
Forbearance  In  Foreclosurea  Of  Real  Estate  Loans  With 
Achievable  Equities 

AS  demonstrated  in  the  past,  soma  of  the  largest 
losses  in  loan  collateral  values  have  occurred  after 
foreclosure. 

Many  properties  that  are  without  hope  of  recovery, 
or  are  in  the  hands  of  incompetent  or  unscrupulous 
owners,  should  be  foreclosed  and  managed  by  the 
receiving  institutions  or  in  many  cases  by  (Federal 
Assistance  Disposition  Association)  FADA. 
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The  bulk  of  thtt  foreclo*ur«8,  or  those  that  are 
candidates  for  Eorecloaure,  are  In  that  condition 
because  the  debtor  has  become  unable  to  service  the  loan 
as  agreed  in  the  original  loan  documents.  Pc«santly,  it 
is  very  difficult  to  even  negotiate  tha  renewal  of  a 
loan  that  Is  In  a  "past  due'  status.  Because  of  these 
difficulties,  posted  foreclosures  are  amounting  to  over 
a  billion  dollars  a  month  tn  Dallas  and  Tarrant 
Counties.  After  foreclosure,  the  properties  are  being 
returned  to  the  market  at  wholesale  prices  which  action 
is  pushing  down  the  values  of  real  estate. 

In  the  case  of  real  estate  with  achievable  equities 
as  demonstrated  by  either  current  appraisals,  or  past 
market  trends  that  should  reoccur  with  absorption  and 
the  availability  of  mortgage  money,  the  existing  pro- 
perty owners  are  typically  the  nost  qualified  and 
interested  people  to  manage  and  market  what  they  have 
their  financial  reputation  invested  In. 

I  recomnend  that  the  lenders  forbearance  be  allowed 
to  provide  for  the  accruing  of  interest  on  a  mortgage 
during  a  specified  period,  if  the  debtor  demonstrates 
the  willingness  and  capability  to  properly  manage  and 
market  the  asset. 

The  ultimate  cost  to  the  savings  and  loans  and  the 
FSLIC  fund  will  prove  far  less  than  adding  the  personnel 
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and  calatad  overhead  to  canage  and  narket  these  proper- 
ties. 

.  flsaet  Acquisition  Corporation 

The  formation  of  an  Asset  Acquisition  Corporation 
as  a  subsidiary  of  FADA  to  be  funded  either  by  private 
eouccea  or  from  the  F«deral  Home  Loan  Bank  system,  would 
provide  a  much  needed  entity  to  purchase  foreclosed  pro- 
perties. It  ia  proposed  that  this  entity  could  acquire 
foreclosed  assets  from  troubled  institutions,  thus 
relieving  them  of  the  burden  of  holding  and  maintaining 
the  assets.  However,  this  entity  could  alao  be  used  as 
an  outlet  for  property  sales  in  lieu  of  granting  for- 
bearance to  deserving  owners.  The  Asset  Acquisition 
Corporation  would  stand  to  profit  from  the  purchase  of 
undervalued,  foreclosed  properties  in  lieu  of  the  owner 
and  would  be  a  formidable  competitor  In  the 
marketplace. 

&■  a  shield  against  this  possibility,  I  believe 
this  entity  should  not  be  allowed  to  purchase  properties 
from  thrifts.  Only  upon  the  liquidation  of  a  thrift, 
should  the  assets  be  conveyed  to  PADA  for  its  offering 
to  the  public.  A  minimum  bid  price  should  be 
established  by  FADA  for  a  public  offering,  and  only  upon 
not  achieving  this  price,  should  the  assets  be  sold  to 
the  Asset  Acquisition  Corporation  at  the  minimum  bid 
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value.  The  Asset  Acquisition  CorpoiaCion  will  provide 
for  the  purchaas  and  ultimate  resale  of  assets  with  any 
profits  to  be  distributed  to  the  corporation's 
investors,  with  perhaps  a  percentage  to  apply  to  the 
cost  of  the  requested  FSLIC  funding. 

IV.  Creation  Of  A  Healthy  Real  Estate  Industry 

A  Treasury  quotation  taken  from  the  n.8.  League's 
Response  to  Treasury  Department  Criticisms  Of  The 
Savings  Institution  Self-Help  program  For  Funding  The 
FSLIC  is,  'The  only  reason  FSLIC  has  any  reserves  is 
because  it  has  put  hundreds  of  insolvent  savings  and 
loans  with  over  a  hundred  billion  dollars  of  assets  on 
ice. "  This  statement  by  the  Treasury  demonstrates  that 
'available  financing*  has,  except  for  single  family 
residences,  been  almost  eradicated  in  troubled  areas 
such  as  Texas,  and  this  restriction  of  credit  is  preci- 
sely the  reason  why  there  is  an  Impending  financial 
collapse  of  the  real  estate  and  thrift  Industries  In 
those  areas  where  the  institutions  have  been  'put  on 
ice". 

The  Ingredients  of  a  healthy  real  estate  Industry  are: 

A.  Product 

B.  Buyers 

C.  Financing 

Without  Product  and  with  Buyers  and  Financing  the  value  for 
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Product  wiJ 

Without  Buyers  and  with  Product  and  Financing  tha  value  for 
Product  will  decraasa. 

Without  Financing  and  with  product  and  Buyara  the  value  for 
Product  will  decreaae  and  continue  to  decreaae  as  more  Product 
bacoiMB  available  due  to  foracloauraa. 

Ttiia  alanantary  economics  leaaon  ia  being  taught  to  ay 
children  in  achool,  but  the  real  estate  and  thrift  industries, 
along  with  the  regulatory  authorities,  are  learning  It  through 
axparience . 

By  virtue  of  putting  *on  Ice*  hundreds  of  savings  and  loans 
which  control  a  hundred  billion  dollars  of  assets,  the  financing 
available  to  investors  to  acquire  real  estate  has  been  renoved, 
which  has  further  accelerated  the  danlsa  of  tha  thrift  Industry 
and  the  FSLIC  insurance  fund.  Until  the  money  supply  is  returned 
to  the  market  place,  the  value  of  real  estate  will  continue  to 
tumble  to  the  point  where  prices  are  much  lower  than  tha  utility 
value  of  the  product,  such  as  one  purchasing  a  retail  corner  for 
the  economics  of  planting  a  garden. 

To  restrict  or  over  regulate  certain  classifications  of  loans 
is  to  remove  that  financing  from  the  market. 

To  restrict  raw  land  loans  is  to  remove  the  first  step  In  the 
resultant  davelopmant  of  any  type  of  end  use,  including  single 
family  residences. 

Areas  of  Texas  that  have  been  eNperlanclng  a  long  term  steady 
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growth  in  real  estate  values  are  now  subject  to  wild  haphaittrd 
valu«  fluctuations  due  to  the  dui^ing  by  owners  and  lenders  who 
ac«  unable  to  carry  the  burden  on  Chs  supply  side  of  real  astatei 
ulthout  the  existence  of  the  supply  aide  of  available  financing. 

I,  and  the  Diajority  of  my  colleagues  in  the  real  estate  and 
thrift  industry,  desire  to  see  the  FSLIC  fund  recapitalized  over 
a  two  year  period,  and  subject  to  the  forbearances  and  restric- 
tions set  out  In  The  Thrift  Forbearance  and  Supervisory  Refora 
Act,  but  with  an  expanded  appeals  process  to  be  allowed  within 
this  Act. 

However,  I  suggest  that  recapitalisation  of  FSLIC  and  for- 
bearance by  the  regulators  will  not  alone  solve  the  impencling 
collapse  in  the  real  estate  and  thrift  industries,  unless  it  ia 
coupled  with  the  renewal  of  available  iiortgage  noney  for  the 
acquisition  of  all  types  of  real  estate  to  be  controlled  by  the 
suppply  and  demand  forces  of  the  marXetplace. 

Ladles  and  Gentlemen,  I  close  with  the  statement  that  I  did 
not  travel  to  Washington  to  testify  as  a  wealthy  individual,  for 
I  am  not,  or  as  the  President  of  a  flnaclally  strong  real  estate 
Investment  corporation,  which  it  is  not. 

t  have  personally  experienced  the  financial  disasters  attri- 
buted to  the  collapse  of  the  energy  industry  as  this  collapse 
relates  to  my  own  oil  exploration  and  servicing  companies.  I 
have  experienced  the  auction  sale  of  my  $3,000,000  drilling 
rig,  in  perfect  condition,  which  sold  for  less  than  if  it  had 
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been  wsighad  on  the  junk  yard  scalas  and  aold  for  scrap  iron. 
Klsoi  I  tiav«  "wcittao  off  Millions  of  dollars  of  account* 
receivable  fron  similar  companias,  and  "shut  in'  dotena  of  wella 
that  are  not  economical  at  today's  oil  prices. 

I  an  presently  fighting  for  the  financial  survival  of  my  real 
estate  company  and  in  doing  so  have  experienced  inost  of  the 
problems  associated  with  the  real  estate  industry  and  the  inabi- 
lity to  maintain  the  ownership  of  properties,  even  with  large 
current  appraised  equities,  in  a  narket  with  very  little 
available  credit. 

I  am  witnessing  the  label  of  'crook*  being  placed  on  good 
people  that  nade  credit  decisions  in  the  origination  or  funding 
of  loans,  that  by  hindsight,  and  fueled  by  a  regulation  strangu- 
lation of  the  real  estate  industry,  are  proving  to  be  less  than 
prudent  decisions  by  today's  standards. 

In  the  Dallas  area  alone,  5,282  business  firms  and  indivi- 
duals sought  bankruptcy  protection  in  1986  and  even  though  this 
number  has  increased  over  551  from  the  19B5  bankruptcies,  the 
accounting  firm  of  Price  Haterhouse  predicts  that  Dallas' 
failure*  will  continue  to  rise  and  not  peak  until  perhaps  1988; 
and  it  is  the  real  estate  sector  that  the  firm  believes  will  con- 
tinue to  experience  a  rising  number  of  failures. 

I  sincerely  believe  that  in  testifying  here  today,  and  in 
objecting  to  the  extremely  tight  monetary  controls  of  the  FHLBB 
that  are  exacerbating  the  real  estate  and  thrift  industries  in  my 
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acea,  that  I  am  risking  ratallatlon  by  the  vary  entity  that  must 
approve  the  forbearance*  my  company  may  need  from  lenders. 

Bowever,  t  also  believe  that  It  la  Imperative,  no  matter  the 
coBtf  that  thla  committeei  In  public  hearings,  be  informed  of  the 
problems  facing  the  real  estate  and  thrift  Industries  frcm  the 
perspective  of  the  very  people  experiencing  these  problems. 
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SCOTT  W.  HUDSON 

Attorney  And  Counselor 

3636  N.  Hall,  Suite  906 

Dallas,  Texas  75219 

214/521-8555 


February  27,  1987 


Fernand  J,  St.  Germain,  Chairman 

U.S.  House  of  Representatives 

Subcommittee  on  Financial  Institutions 

Supervision,  Regulation  and  Insurance  of 

Committee  on  Banking,  Finance  and  Urban 

Affaire 

Slnety-Hinth  Congress 

Washington,  DC  20515 

Dear  Mr.  Chairman: 

I  am  In  receipt  of  your  letter  of  February  24,  1987, 
together  ulth  its  enclosures.  My  background  has  given  me 
insight  Into  some  of  the  problems  that  are  being  addressed 
by  your  committee  today.  Since  1957,  I  have  owned  interests 
in  the  follouing  financial  Institutions: 

Union  Bank  and  Trust  Company  in 

Fort  Worth,  Texas 
Merchants  and  Planter's  National 
Bank  in  Sherman,  Texas 
Orange  Savings  and  Loan  in  Orange, 

Texas 
Hesqulte  State  Bank  In  Hesquite.  Texas 
Home  Savings  of  Dallas  County, 

Garland,  Texas 
Sedalla  Bank  and  Trust  Company  In 

Sedalla,  Missouri 
Colonial  Savings  and  Loan  In  Lewlsville, 

Texas 

From  1957  Co  1969,  I  owned  various  interests)  but  in 
most  instances,  I  owned  a  controlling  interest  In  such 
institutions. 

By  1969  I  had  sold  my  interests  in  all  institutions.  I 
am  a  practicing  attorney  and  have  direct  knowledge  and 
experience  representing  both  borrowers  and  lenders.  I  was 
for  three  years  a  prosecuting  attorney  on  the  staff  of  the 
Dallas  County  District  Attorney.  In  my  business  affairs,  I 
have  also  been  a  borrower  in  the  past. 


D,j,i,i.aL,  Google 


I,  therefore,  have  experience  as  an  owner  of  banks,  as 
an  owner  of  savings  and  loans ,  ae  a  director ,  as  an 
executive  of  several  banks  and  several  savings  and  loans,  as 
a  legal  representative  of  both  borrowers  and  lenders,  as  an 
investor  and  as  a  borrower.  In  such  capacity  1  have  gained 
knowledge  and  insight.  I  am  concerned  about  Che  matters 
before  this  committee  today. 

Over  a  period  of  the  last  ten  years  the  Savings  and 
Loan  industry  has  gone  through  many  agonizing  and  perplexing 
problems.  One  very  significant  change  has  been  the 
deregulation  of  savings  and  loans.  Our  country  and 
particularly  my  state,  Texas,  has  been  faced  with  a  myriad 
of  economic  problems  and  dislocations.  One  significant 
problem  was  dealing  with  a  cartel  ("OPEC")  over  which  we  had 
very  little.  If  any,  control.  It  was  this  cartel  that 
created  unprecedented  inflation  and,  therefore,  economic 
chaos  In  almost  every  walk  of  an  ordinary  citizens'  life. 

In  dealing  with  the  economic  dislocations,  our 
government  created  a  policy  that  envisioned  energy 
Independence.  That  policy  created  demands  upon  the 
financial  systems  that  were  unprecedented  and  in  that  regard 
made  the  task  of  the  Federal  Home  Loan  Bank  system  most 
difficult  in  coping  with  the  demands  placed  upon  it. 

In  my  opinion  the  Federal  Home  Loan  Bank  System  and  the 
Federal  Savings  and  Loan  Insurance  Corporation  as  well  as 
the  Federal  Reserve  Bank  and  Federal  Deposit  Insurance 
Corporation  became  extremely  frustrated;  began  to  point 
their  fingers  at  management  of  the  various  Savings  and  Loan 
institutions  and  banks,  and  created  an  adversarial 
relationship.  The  Federal  Home  Loan  Bank  Board  should  have 
closed  ranks  with  the  institutions  to  solve  the  many 
problems  which  were  created,  a  significant  portion  of  which 
were  economy  driven  as  opposed  to  management  driven. 

The  purpose  of  the  Federal  Reserve  System  and  the 
Federal  Home  Loan  Bank  Board  system  is,  simply  put,  to  <1) 
expand  credit  in  a  contracting  marketplace  and  (11) 
constrict  credit  in  an  expanding  marketplace  while  at  all 
times  ensuring  that  public  confidence  exist  in  financial 
institutions .  As  well  as,  to  ensure  that  sound  and  prudent 
lending  policies  are  being  followed.  For  the  reasons 
mentioned  above  (predominantly  oil  and  gas  problems  and 
deregulation  of  savings  and  loans),  the  State  of  Texas  is 
currently  In  a  contracting  marketplace. 

The  policies  of  the  Federal  Home  Loan  Bank  Board  have 
been  counterproductive  in  the  recent  past  since  they  have 
restricted  the  availability  of  credit.  To  partially  support 
this  contention,  it  Is  my  belief  that  all  of  Che  following 
policies  have  been  counterproductive: 
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1.  --  The  poeltlon  that  all  financial 
Institutions  should  Inmediately  book  a 
reserve  to  reflect  the  Chen  current  fair 
market  value  of  real  estate  held  as 
collateral.  This  is  in  direct  con- 
travention to  "Generally  Accepted  Ac- 
counting Principles"  ("GAAP"). 

2.  —  The  unvlllingness  by  regulators 
to  consider  the  financial  capacity  of 
borrowers  to  repay  loans .  People  repay 
loans.  Property  does  not.  When  was  the 
last  time  you  received  a  check  from  a 
house? 

3.  —  The  unwillingness  by  regulators 
to  allow  management  to  support  its 
position.   No  check  and  balancel 

k.  —   The   position   regardless  of 

market  conditions  that  certain  pro- 
perties must  be  foreclosed  exacerbates 
an  already  critical  market  situation. 

5.  —  The  formulation  of  secret  lists 
which  prohibit  without  cause  certain 
named  individuals  from  obtaining  credit. 
Black  lists  are  being  used  without  any 
notice  to  the  individual .  Discrimi- 
nation.  Ho  check  and  balance. 

6.  —  The  inability  to  renew  loans  on 
a  basis  that  gives  borrowers  necessary 
time  to  repay  loans .  No  consideration 
of  economic  circumstances. 

7.  --  The  threat  by  regulators  that 
employees  will  lose  their  Jobs.  Ex- 
tortion without  recourse .  No  check  and 
balance. 

8.  —  Diversification  of  Investments 
should  be  encouraged,  not  prohibited  by 
red  llninR.   No  check  and  balance. 

9 .  --  The  threat  that  Institutions 
will  be  put  into  receivership  ought  to 
be  the  last  resort.  Extreme  remedy 
without   due   process.    No   check  and 

balance. 

Without  being  accusatory  of  Individuals  who  were 
and/ are  involved  in  the  regulatory  process,  1  would  point 
out  to  you  that  our  government  has  operated  best,  when  it 
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operated  with  checks  snd  balances  as  the  framers  of  our 
Constitution  intended.  The  framers  of  our  Constitution 
understood  the  axiom  that  "absolute  power  corrupts 
absolutely" ,  however  the  Federal  Home  Losn  Bank  Sjseem  and 
Federal  Savings  and  Loan  Insurance  Corporation  places 
absolute  power  in  the  hands  of  a  few. 

It  is  fine  to  say  that  after  an  association  or 
financial  institution  has  been  taken  over  by  a  regulatory 
agency,  we  will  give  them  recourse  in  the  courts,  but  the 

?lain  fact  is  that  the  game  is  over  and  the  local  community 
s  out  in  the  cold.  My  recommendation  to  your  committee  in 
dealing  with  the  problems  that  now  exist,  where  frequent 
charges  of  "arbitrary  and  capricious"  action  by  examiners 
and  supervisory  personnel  have  been  made,  and  continue  to  be 
made.  Is  to  provide  for  a  check  and  balance  In  the  form  of 
an  "Independent"  General  Counsel  appointed  and  employed  by 
your  committee  in  each  of  the  Federal  Home  Loan  Bank 
districts .  Such  an  Independent  General  Counsel  should  be 
given  the  appropriate  staff  and  responsibility  to  represent 
the  various  Federal  Home  Loan  Bank  districts ,  hut  report 
directly  and  only  to  the  Congress.  It  should  be  obvious 
that  a  General  Counsel  employed  by  the  Federal  Home  Loan 
Bank  Board  and  not  Congress  Is  nothing  more  or  less  than  a 
"hired  gun"  who  takes  his  orders  from  the  Board,  its 
officers  and  supervisory  agents  and  owes  his  job  to  his 
employers .  Therefore ,  it  would  be  Improbable ,  if  not 
impossible,  for  the  General  Counsel  in  each  district,  as  It 
is  presently  constituted,  to  ask  the  appropriate  questions, 
receive  Input  from  the  local  communities,  and  advise  with 
the  local  Congressional  Representatives  as  to  what  might  be 
in  the  best  interest  of  the  local  community. 

Obviously  no  one  would  countenance  a  crook  in  charge  of 
a  financial  institution,  and  where  there  is  a  strong 
evidence  of  wrongdoing  or  for  that  matter  any  evidence  of 
wrongdoing  is  brought  to  the  General  Counsel's  attention,  it 
is  clear  in  my  mind  that  an  Immediate  investigation  should 
take  place.  In  proceeding  with  such  an  investigation.  It  is 
only  logical  that  the  resources  of  the  local  communities 
should  be  available  to  the  General  Counsel,  I.e.  local 
District  Attorneys,  local  United  States  Attorneys,  local 
police  agencies  as  well  as  the  federal  agencies  and  if  the 
allegations  of  misconduct  are  credible ,  then  obviously 
corrective  action  could  and  should  be  taken,  all  of  which 
should  be  in  the  liRht  of  day.  The  other  side  of  the  coin  is 
that  if  those  allegations  are  incorrect  and  111  conceived, 
then  appropriate  actions  should  be  taken  with  regard  to  the 
regulatory  agency.  The  latter  is  improbable  under  the 
present  situation  because  of  paycheck  loyalty. 

1  have  read  HRZ7  and  HR1063  as  well  as  the  various 
financing  plans  put  forward  by  the  United  States  Savings  and 
Loan  League,  the  Treasury  Department  and  others.   There  are 
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good  points  in  each  of  Che  planai  all  present  methods  to  get 
the  necessary  capital  which  la  so  desperately  needed.  The 
question  that  Is  burning  in  my  mind  is  what  happens  after 
you  give  them  the  money?  Hill  the  abuses  of  the  past 
continue  in  the  future?  Where  is  the  check  and  balance  with 
regard  to  regulatory  misconduct,  i.e.  arbitrary  and 
capricious  behavior  by  the  personnel  of  the  various 
regulatory  agenclesT 

Perhaps  I  ought  to  address  the  question  of  forebearahce 
(time  and  patience)  which  is  the  subject  of  legislation 
proposed  by  four  eminent  members  of  your  conmlttee.  I  agree 
with  the  thrust  of  their  bill  and  many  of  the  technical 
matters  contained  therein)  however,  it  does  not  address  the 
question  of  how  co  control  a  regulatory  agency  which  seems 
to  have  run  amok. 

Considering  the  need,  I  cannot  Imagine  a  situation 
where  a  regulatory  agency  would  object  to  a  representative 
of  Congress  (a  General  Counsel  appointed  by  the  committee  In 
each  district)  unless  they  felt  that  they  had  something  to 
hide  or  that  due  process  and  checks  and  balances  should  only 
be  applicable  to  others. 


Kindest  personal  regards. 


Scott  W.  Hudsoi 
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Honorable  Fernand  J.  Sc.  Gernaln 

Chairman 

Sub  Comnltce^  on  Financial  rnstlCutions 
U.  S.  House  of  RipreaentatlveH 
Washington,  D.  C.  20515 

Re:   FSLIC  Recaplcallzaclon  and  related  Issues 
Hr.  Chairman  and  members  at  the   Connlttee; 

Hy  name  is  Don  D.  Guldry.   I  am  Presldenc  of  Lafayecte  Building 
Association,  a  Louisiana  Savings  and  Loan,  mutually  chartered  in  1900,  ' 
Hlth  current  assets  of  $236,000,000  and  net  worth  at   6.82. 

The  Savings  and  Loan  Industry  has  been  n*  livelihood  since  1959. 
I've  seen  the  dream  of  home  ounership  through  the  eyes  of  many  people. 
1  have  also  witnessed  this  dream  turn  to  nightmares  for  many. 

Sure,  today  FSLIC  and  the  Savings  and  Loan  Industry  has  great 
challenges,  however  our  consumers  are  the  ones  with  the  greatest 
challenges.   I  come  before  you  today  with  s  tremendous  sense  of  urgency. 

I've  been  out  of  work  for  six  months. 

We've  used  all  our  savings. 

We've  sold  everything  we  could  to  make  our  house  paynents, 

-  BUT  - 
We  can't  pay  anymore. 

Ue  can't  refinance,  out  credit  has  gone  bad. 
Ue  can't  sell  our  home,  the  appraisal  Is  $20,000.00  less 

than  my  loan  balance. 
Uhat  are  we  going  to  do? 

These  are  several  remarks  made  by  consuMera  today,  consuaers  who 
were  never  even  30  days  late  making  paynents  and  now  are  losing  their 
homes;  this  could  be  you,  if  only  you  lived  in  Lafayette,  Louisiana. 
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I'n  truly  confident,  vith  our  govemnent'a  •billty  to  act, 
not  react  to  our  present  situation,  and  with  our  regulators  being 
supportive,  we  will  aaintain  the  stability  of  our  thrift  industry 
while  preserving  public  confidence  in  the  safety  and  soundness  of 
our  institutions. 

Our  challenges  today  are  the  direct  results  of  legislative 
history,  changes  we  aade  to  assure  hone  ownership.  Our  Congress 
has  always  been  supportive  In  providing  ways  to  better  serve  our  com- 
munities. How,  times  have  changed  and  these  provisions  for  home 
ownership,  while  they  did  work,  must  be  directed  to  the  preservation 

Before  addressing  the  Issues  at  hand,  let's  understand  irfiat 
led  us  to  our  challenge: 

Begulation  Q  was  set  up  because  of  a  conBJetetlve  disadvantage 
to  thrifts  in  permitting  banks  to  offer  a  full  range  of 

Result  today  -  Loss  of  Identity  and  purpose  of  Banks  and 
Thrifts. 

Our  concern  Cor  the  "Snail  Savers"  led  us  to  the  "Sense  of  the 
Senate"  resolution.  This  permitted  reduced  >lninuns  on  money 
market  certificates.   Institutions  were  permitted  to  issue 
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of  U.  S.  Obligations. 

Result  today  -  Deterioration  of  instltutlona  reaerves 
iriiile  creating  hardship  to  the  person  seeking  long 
term  financing. 

Tax-exempt  bond  IsaueB  for  Bwrcgage  lending.  This  Instrument 
uas  designed  to  provide  nore  dollars  for  housing  and  at  the 
same  time,  an  incentive  to  Increase  the  base  oE  middle  Incoae 
households  to  nove  back  to  the  city. 

Result  today  -  The  cities  overlooked  the  real  reason  for 
these  households  leaving  In  Che  fimc  place,  while  com- 
pounding the  problem  by  heading  a  program  that  affected  the 
private  nortgage  market  and  inflated  appraised  values 
above  Che  real  narket. 

Bestructlng  below  market  loan  portfolios,  an  attempt  to  Improve 
an  Institutions  ability  to  earn  more  Income  In  a  period  of  high 

To  our  Industry:   a  long  term  competitive  disadvantage. 

To  our  borrowers:   higher  mortgage  rates. 

To  our  sauers:  penalties  for  early  withdrawals  to 

capitalize  on  high  short  tern  rates. 
To  FSLIC:   dollars  spent  to  liquidate  many  thrifts. 
To  the  Treasury:   tax  dollars. 
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when  you  are  unhealthy  you  are  aubjcet  to  further  disease.  . 
Result  today  -  Many  dollars  have  been  spent  by  FSLIC  Ln- 
pennlttlng  new  charters  and  acquisition*  by  people  interested 
In  capitalizing  on  an  ailing  Industry  rather  than  Interested 
In  providing  a  service  to  our  conwnltles.  Additional  dollars 
Here  spent  on  firms  unrelated  to  our  Industry  in  assisting 
many  thrift  Institutions  to  restructure  their  loan  portfolios. 
Ihese  firms  gained  profits  for  theaselves  at  the  expense  of  the 
FSLIC. 

As  can  be  noted  fro>  the  above,  many  actions  of  the  past 
inplenented  to  assist  our  industry,  the  FSLIC,  and  our  public,  have 
caused  equal  nlsery.  No  laatter  how  the  Issues  are  disguised,  the 
eventual  cost  is  shared  by  the  public.  Today  we're  faced  with  H.R.  27, 
the  FSLIC  Recapitalization  Bill  and  H.R.  1063,  the  Thrift  Forbearance 
and  Supervltiory  Act,  as  an  addition  Co  H.R.  27. 


directed  with  uttmst  urgency,  and  in  priority 
Eom  due  to  deepening  economic  depressions  not  only  In  Louisiana,  but 
in  various  states.  This  depression  will  continue  to  spread  to  other 
states  If  priorities  are  not  followed. 

First,  a  forebearance  policy  for  well-managed  institutions 
located  in  depressed  economic  areas  aust  be  adopted  by  our  regula- 
Cory  and  supervisory  agencies.  This  will  provide  work  out  plana, 
without  reserve  allocations  due  to  economic  conditions. 
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Second.  "Claaslficatlon  of  Assets"  regulation  adopted  by  the 
Federal  Home  Loan  Bank  Boaid  In  1986  must  b«  removed  when  property 
la  secured  with  Seal  Estate.  Ue  oust  appreciate  the  fact  that 
depressed  areas  are  teaporary  Id  nature. 

Third,  new  appraisals  on  property  acquired  through  foreclosure,  . 
or  property  held  over  a  year  oust  be  discontinued  as  used  to  sffect 
current  operating  profit  and  loss.  These  appraisals  reflect  depressed 
prices  rather  than  value. 

Fourth,  remove  the  regulatory  capital  requirement  (61)  In 
areas  economically  depressed  as  it  creates  a  disadvantage  to  con- 
sumers desiring  to  bring  deposits  to  the  well-managed  Institutions. 
Their  deposits  will  have  to  earn  rates  less  than  market  or  these 
dollars  will  deteriorate  our  base,  in  loss  of  savings  accounts. 
Even  the  well-managed  institutions  will  be  encouraged  or  forced  to 
take  undue  risk  to  Increase  earnings.   It's  an  encouragement  of  risk 
taking  Co  out  Industry  as  opposed  to  soundneaa. 

Assistance  to  FSLIC  is  necessary  In  the  form  of  the  U.  S.  League's 
Flan.  The  FSLIC  and  the  Industry  ausC  not  be  burdened  with  huge  debt 
services,  especially  at  a  tine  vhen  the  amount  of  dollars  really 
needed  cannot  be  determined.  The  iiq>ortant  point  Is  that  sonething 
must  be  done  now  to  assist  the  Industry  in  the  econoaically  distressed 
areas  and  not  to  provide  FSLIC  with  a  level  of  funds  as  if  the  uhole 
country  were  economically  depressed.  Our  Congress  is  wotklnghard  to 
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bring  these  areas  back  into  production  and  as  this  occurs,  Che  aarket 

wtll  provide  Many  dollars,  that- will  otherwise  becoae  part  at   the 

debt,  so  huge  that  the  eventual  solution  will  be  financed  by  our  public. 

He  njat  look  to  a  "aelC  help"  plan  with  strong  connltBenCs  from 
ouc  Congress,  F5LIC,  our  Industry,  and  our  Regulators.  Ap.aln,  in  order 
of  priority; 

First,  a  tenporary  aorltoriua,  must  be  placed  on  the  "dunping" 
oE  assets  in  econoalcally  depressed  areas.  This  action  penalizes 
well-aianaged  institutions,  consumers  having  equity  positions, 
and  the  resources  of  FSLIC.   (See  Exhibit  A) 


Second,  identify  uell-managed    institutions. 

Third,  a  financing  corporation  as  proposed  in  H.R.  27. 

Fourth ,  New  charters  should  be  denied  "Insurance  of  Accounts" 
for  a  period  of  5  years,  as  this  would  provide  tine  for  nanag«- 
ment  Co  prove  themselves  to  be  a  service  to  tha  comnunity. 


(1)  A  well-Bsnaged  Institution  is  defined  as  one  that  ha 
a  charter  which  la  at  least  ten  years  old,  and  has  a 
least  3X  net  worth  according  to  generally  accepted 
accounting  principles. 
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Fifth,  assets  of  the  ailing  Institutions  that"  would  be  acquired 
through  recapitalization  dollars  should  be  held  (not  dlapoaed  of) 
«nd  uaed  as  collateral  for  issuance  of  zero  coupon  boiids,  based- 
on  the  Bsseta'  current  appraisals,  to  be  retired  In  5,  10,  15, 
and  20  years  as  the  real  estate  market  appreciates.  The  end 
result  would  be  an  infusion  of  capital  to  the  FSLIC  at  Che 
expense  of  neither  the  industry  nor  the  consumer. 

Sixth,  an  Incentive,  provided  to  financial  Institutions  through 
advances  at  below  market  rates  up  to  their  loan  values  on  RED 
properties,  uould  permit  the  Institutions  to  retain  the  REO 
rather  than  selling  it,  as  this  would  otherwise  create  a  false 
selling  market.  The  funds  acquired  through  the  advances  would 
be  re-invested  In  a  designated  asset  to  bring  a  2Z  Margin  to 
the  Institutions.  As  the  market  Improves  and  properties  are 
disposed  of,  the  advances  would  be  retired  and  the  associations 
could  sell  Ita  designated  asset  and  re-invest  elsewhere. 

We  desperately  need  action  to  create  Incentives  for  people 
to  save  oaney  for  housing.   People  have  become  more  knowledgeable 
and  sophisticated  In  Che  matter  of  Investing  savings  dollars.   It 
is  apparent  that  the  concept  of  providing  money  for  housing  Is 
no  longer  Important  to  thoae  who  already  have  homes.  Equally 
Important  Is  to  have  our  Industry  re-conBlt  to  housing,  ss  this 
has  changed  soMewhat  because  of  the  need  to  generate  more  Income. 
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people -uho  Invesc  into  InstltuElons  having  at  least  70X  of  the! 
aBseCE  invested  in  llquld~asse[s  and  residential  loana. 


I  have  appreciated  the  opportunity  to  testify  before  this  ca 
mittee  and  look  foTvard  to  positive  action  on  the  part  of  this 
conalttee,  the  House,  the  Senate  and  the  Adnlnist ration  in  addres 
ing  the  Issues  affecting  the  industry,  FSIIC  and  most  Important, 
preservation  of  Our  Anerlcan  Dreaa,  Hone  Ownership. 
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FAKH  &  HOME  SAVINGS  ASSOCIATION 

AND  THE 
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PRESENTED  BX 
DONALD  F.  ROBY 


BEFORE  THE 

COMMITTEE  ON  BANKING,  FINANCE  &  URBAN  AFFAIRS 

U.S.  HOUSE  OF  REPRESENTATIVES 


WASHINGTON,  D.C. 
MARCH  3,  1987 
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HK.  OttlRMMI  AND  MEMBERS  OF  THE  OWHITTEE: 

Hy  name  Ib  Donald  F.  Roby.   I  am  President  at   Fain  6  Hone 
Savings  Association,  Nevada,  Missouri,  and  appear  today  to 
present  ny  views  on  H.R.  27,  H.R.  10G3  and  other  matters 
relative  to  the  thrift  industry. 

Farm  6  Hone  Savings  AsBoclatlons  1b  b  t3.3  billion  state 
chartered  publicly  held  savings  and  loan  association 
headquartered  in  Nevada,  Missouri.  The  association  was  founded 
in  1B93  and  has  seventy-six  offices  throughout  Missouri  and 

I  joined  Farm  ti  Home  late  last  sunnier  and  imnedlately 
prior  to  that  I  was  President  of  the  Federal  Home  Loan  Bank  of 
DeB  Moines.   I  was  a  member  of  the  U.S.  League's  FSLIC  Task 
Force  and  served  on  the  Subconmittee  on  Regional  Problems. 

All  of  us  in  the  savings  and  loan  business  appreciate  the 
tine  and  effort  being  expended  on  the  matter  of  recapitalizing 
the  FSLIC  and  on  the  many  facets  of  the  problems  attendant 
thereto.   Hy  own  view  (and  I  am  confident  the  view  of  a  large 
majority  of  those  in  the  industry)  is  that  the  restoration  of 
fiscal  integrity  of  the  FSLIC  is  paramount.  The  plan  presented 
in  H.R.  27,  as  well  as  the  plan  presented  by  the  U.S.  League, 
focuses  on  the  problem  and  it  is  important  that  something  be 
done.  Hy  personal  preference  is  to  limit  (he  duration  of  the 
authorization  and  the  magnitude  of  the  borrowing  as  advocated 
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by  ths  U.S.  Laagu*  twcausa  it  seemB  to  provide  as  much  cash 
£10H  In  tha  first  two  years  and  appears  to  ba  lass  costly 
overall.   Then,  too,  additional  Congresaional  oversight  is  a 
built-in  pact  of  the  program  in  tha  avant  that  additional 
funding  ia  required.   Those  presenting  the  plans  saam  to  take 
sxtTene  vlaws  as  to  adaquacy  of  funding,  tinalinass  and  other 
featuras.  Ona  fact  that  both  plans  saam  to  agree  upon  —  tha 
industry  pays  tha  bills.  Any  funds  taken  out  of  the  Bank 
System  reduce  the  Incona  availabla  for  dividends  to-the  member 
stockholders  any  way  you  want  to  do  it.  Therefore,  it  would 
■•em  nor*  logical  to  start  with  a  smaller  plan  and  expand  it  if 
and  whan  necessary,  but  certainly  after  adequate  staffing  has 
baen  acquired.  The  feature  calling  for  an  industry  advisory 
committee  to  FSLIC  saams  like  a  good  step  in  order  to  provide 
increased  accountability.  Host  of  us  would  agree  with  the  old 
adage  that  people  tend  to  do  what  you  fugpe^;!;  rather  than  what 
you  expect. 

H.R.  1063  seems  to  cover  all  of  the  points  of  forbearance 
racomnandad  by  tha  U.S.  League  Task  Force  and  more.   The 
subcoonlttaa  of  which  I  was  a  member  racomtMnded  that  the  Bank 
Board  adapt  a  policy  of  forbearance  similar  to  that  adapted  by 
the  other  federal  banking  agencies  in  April,  19S6.   I  would 
favor  lagislstion  which  gives  firm  direction  to  regulators 
rather  than  spelling  out  the  details.  For  example,  accounting 


Digitized  by  Google 


cules  and  int«£pretationB  change  ov«t  time  and  rogulatoEa  (and 
the  industry)  nead  some  flexibility  to  Eespond.   I  can't 
bellflva  that  a  stiong  'sense  of  the  Congreaa'  massags  could  oe 
would  ba  ovetlooked  by  those  affected. 

While  I  ceitainly  agree  with  most  of  the  Items  contained 
within  H.R.  1063/  I  stn  concecned  about  the  fitat  pEoviaion  of 
the  pcoposal  which  would  provide  for  the  amortiaation  oE  lossea 
br  qualified  associationa  on  qualified  loans.  A  practical 
probleM  arises  in  the  case  of  a  large  participation  loan  — 
what  if,  for  example,  some  of  the  participants  are  qualified 
associationa  and  some  are  not  —  ot  —  the  loan  is  qualified  aa 
to  some  participants  and  not  as  to  others.   In  general, 
accounting  treatment  which  is  different  from  the  standard  oe 
from  generally  accepted  accounting  principles  uaually  causes 
continuing  problems.   Differences  require  footnotes  and 
explanatory  material. 

The  Federal  Home  loan  Bank  Board  has  very  recently 
released  a  formal  policy  on  forbearance.   It  appears  to  go  a 
long  way  in  responding  to  the  need  for  forbearance  and  In 
bringing  about  some  needed  change.   It  la  difficult  to  connent 
upon  it  in  that  it  has  so  recently  been  Issued  and,  further, 
some  of  the  news  releaaaa  only  refer  to  changes  which  will  be. 
It  does  not,  it  seems  at  this  time,  adequately  cover  the  need 
to  evaluate  loans  In  accordance  with  QAAP  and  I  believe  that 
change  needs  to  be  addressed. 
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Finell7>  70U  asked  for  my  cooRients  rslativa  to  charges  oC 
'arbltcary  and  capricious*  actions  by  oxaninets  and  luperviaoEy 
paraonnal.   I  have  heard  soma  of  thoaa  conneats  and  I  am  sure 
they  are  not  all  without  lounilation.  Prior  to  the  rather 
recent  transfer  of  the  examiner  to  the  Federal  Home  Loan  Banka, 
the  examination  function  waa  hampered  by  inadequate  numbers  oE 
staff,  and  it  was  extreonly  difficult  to  retain  experienced 
personnel.  As  a  result,  some  of  the  districts  were  woefully 
behind  schedule  in  examining  member  institutions.   During  the 
past  twenty  months,  there  has  been  a  significant  increase  in 
both  the  examining  and  supervisory  staff.  A  masaive  training 
effort  has  been  underway  since  that  time  in  order  to  provide 
the  most  qualified  personnel  to  this  important  function.   To 
aid  in  that  training,  the  Office  of  Education  was  established 
by  the  Federal  Home  Loan  Banks,  and  it  has  been  steadily 
increasing  its  role  over  the  past  two  years,   increased  salary 
schedules  and  benefit  plans  have  allowed  the  banks  to  attract 
many  highly  qualified  and  skilled  individuals  to  both  the 
examining  snd  supervisory  activities.   In  other  words,  I 
believe  the  improved  quality  of  these  staffs  will  go  a  long  way 
in  responding  to  these  problems. 

I  would  further  suggest  that  there  is  s  strong  need  for 
management  officials  in  the  thrift  industry  to  take  a  axaactive 
role  with  respect  to  their  problems  aa  they  develop  rather  than 
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a  uactive  rola.  That  is,  thay  need  to  quickly  recognize  tbelr 
problana  and  develop  at  leaat  a  proposed  plan  of  Nockaut.  The 
nest  step  I  would  auggeat  would  be  to  achadule  a  neeting  with 
the  exanination  and/OE  supecvisocy  pecionnal,  including  the 
Pilncipal  Supecvisoiy  Agentt  if  neceaaaryi  in  order  to  'cleat 
tbe  air'  and  start  the  corrective  procesaes.  Hhile  I  certainly 
cannot  speak  for  all  of  then  (matter  of  fact,  I  can't  apeak  Cor 
any  of  th«B),  I  don't  know  of  any  Principal  Supervisory  Agent 
who  would  not  be  willing  to  work  with  menber  inatitutions  Id 
programa  of  rehabilitation. 

Thank  you  very  much  for  the  opportunity  to  appear  here 
today. 
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My  nsiM  is  Nolan  L.  Rumbley.   I  am  the  Executive  Vica 
President  and  Chief  Operating  Officer  of  AiMrican  Federal 
Savings  and  Loan  Association  of  Iowa  (American  Federal)  located 
iD  Dea  Hoines,  Iowa  50307-ZS97,  telephone  number  515-245-5606. 
I  appreciate  the  opportunity  to  appear  today  to  present  my 
perspective  on  the  Federal  Savings  and  Loan  insurance 
Corporation  (FSLIC)  recapitalization  and  the  need  for  effective 
forbearance  as  part  o£  your  legislative  considerstion. 

American  Federal  has  (1,070,000,000  in  assets  and  is  Iowa's 
largest  savings  and  loan.  We  are  a  state  wide  financial 
Institution  serving  markets  from  22  branches  in  lows.   Our 
Investment  in  first  taortgaga  real  estate  loans  (loans)  is 
approsiiaately  $B20,000,000  and  we  have  approximately  150,000 
customers  throughout  the  state. 

As  a  priority,  American  Federal  has  always  supported  the 
Its  local  markets  when  considering  investing  ita  available 
funds;  however,  at  times  Iowa  has  been  a  capital-excess  state 
and  approximately  $400,000,000  of  our  loan  portfolio  ace  loans 
that  WB  have  purchased,  primarily  out-of-state.   Approximately 
$103,000,000  of  our  purchased  loans  are  from  the  state  of  Texas 
with  approximately  $72,000,000  from  Houston.   This  investment 
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position  Bakas  us  very  Involved  Hith  tb*  state  of  Texas  and  its 
econoav.   He  Clod  ourselves  in  a  poaltion  of  belnq  domiciled  in 
an  ecoDoaically-depresBed  state  due  to  agriculture  with  najoE 
investiMiits  In  another  econoaically-depressed  state  due  to 
oil.  Our  position  also  illustiates  that  econoodc  pcoblena  are 
not  iMcassarilr  lialtad  to  specific  geogtapbic  areas. 

roc  an  area  of  any  sis*,  city,  state  or  region  to  becona 
economically  depressed,  tber«  nust  be  a  redaction  la  the  demand 
for  the  producta  and  services  provided  by  that  area.  The 
ability  of  an  economical  ly-depressed  area  to  return  to  full 
capacity  to  provide  those  aama  products  and  services  remains, 
and  the  facilitiea  and  work  force  are  available  for  utilisation 
to  produce  alternative  products  and  services.  As  has  been 
proven  in  tha  past,  an  economical ly-deprassed  area  will  regain 
economic  strength  with  the  passage  of  time.   For  this  reason, 
any  FBLIC  recapitalisation  and  accompanying  forbearance  sbould 
include  the  following  considerations: 

1.  Bconofldcally-depressed  areas  will  regain  strength  with  the 
passage  of  time. 

2.  Real  estate  valuations  in  economically-depreBaed  areaa 
should  include  the  value  that  will  be  regained  in  the 
foresaeabla  future. 

3.  What  nay  appear  to  be  corrective  actions  by  tha  FSLIC  due 
to  economically-depressed  areas  should  not  be  applied  in 
strength  at  the  helghth  of  a  crisis  and  at  the  bottom  of  market 
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I  believa  there  is  a  necessity  to  recapitalise  the  PSLIC 
and  maintain  Its  Independence  bb  a  pronoter  of  thrift  and  hone 
ownership.   I  also  believe  that  the  recapltallaation  ahould  be 
done  conservatively  and  In  conjunction  with  sone  type  □£ 
fortMaranoe  to  niniMize  cash  needs  and  help  maintain  bb  much  of 
the  savings  and  loan  system  as  is  possible.   Future  Incieases 
in  real  estate  market  values  will  be  realised  and  will 
strengthen  the  financial  position  of  savings  and  loans  located 
In  and  with  Investments  in  economically-depressed  areas. 


If  the  FSLIC  recapitalization  were  to  provide  large 
of  discretionary  funds,  I  would  have  the  following  concerns: 

1.  That  the  PSLIC  would  not  be  able  to  administer  the  funds 
properly  due  to  facilities  and  staffing. 

2.  That  overreacting  would  eliminate  many  savings  and  loans 
that  could  be  viable  financial  institutions  In  the  future. 

3.  That  a  major  disposition  of  problem  assets  would  further 
depress  real  estate  values  in  economically-depressed  areas. 

The  recapitalization  plan  proposed  by  the  United  States 
League  of  Savings  Institutions,  along  with  an  effective 
forbearance  plan,  would  seem  to  eliminate  the  above  concerns. 
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An  effectlT*  forbaacanca  plan  is  an  asaentlal  part  of  an 
F6LIC  cecapitallBatlon  plan.  A  forbearance  plan  should  be  for; 

1.  Savings  and  loans  located  in  those  with  InvestrMnts  in 
econonically-depreBBBd  areas. 

2.  Savings  and  loans  that  ace  (fell-Banagad  and  have  shoon  good 
business  judgment  In  the  past. 

3.  Savings  and  loans  that  will  be  viable  financial 
institutiona  in  the  future. 

A  forbearance  plan  should  include  the  following: 

1.  Forbearance  frota  net  worth  requirements,  due  to  loans  In 
econonically-dspressed  areas. 

2.  Avoidance  of  exceaaive  write-downs  by! 

a.  Use  of  generally  accepted  accounting  ptinciples  (GAAP) 
when  accounting  for  problem  aasets. 

b.  Use  of  a  real  estate  evaluation  process  that  would 
recognize  potential  values. 

c.  Amortising  losses  to  avoid  overstating  while  economic 
recovery  occurs. 

3.  Elimination  of  the  double  penalty  imposed  on  problem, 
income- producing  properties  through  classification  of  assets 
and  scheduled  items. 

The  above  would  minimize  the  short-term  cash  needs,  the 
overall  cash  needs  and  excessive  carrying  coats  of  the  FSLIC. 
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In  conclusion,  I  believe  there  should  be  a  recapitalisation 
oC  the  F8LIC  that  ii  conservative  and  accompanied  by  effective 
focbearance  tor   savings  and  loana  holding  loans  in 
economicBlly-depresaed  areas. 

Thank  you  foe  yout  attention,   I  look  foiHacd  to  your,  questions. 
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TB3TIM0HX  07  JAMES  R.  TURMSR 

BKPORB  TBB  8UBC0MIITTEB  OH   FItUHCIAL 

INSTITUTIONS  OF  THE  COHHITTBB  OH  BANKING 

U.S.  HOUSE  OF  REPRBSEHTATIVBS 

MARCH  *,  1987 

Mr.  Chairman.  Hambacs  of  tha  Conmlttae.   It  Is  a  ptlvllaga 
to  appaar  bafora  tha  Subconanlttaa  on  Financial  Institutions  to- 
day. My  nana  Is  Jin  Turner  and  I  am  Fraaident  of  tha  Kansas 
Lesyua  of  Savings  institutions,  a  position  I'va  hald  for  the  past 

Tha  Kansas  League  of  Savings  Institutions  Is  CQcnpcisad  of  57 
federally  and  state-chactered  thrift  InstltutionH,  both  savings 
and  loans  and  savings  banlia  insured  by  the  Federal  Savings  and 
Loan  Insurance  corporation  (FSLIC).   The  membership  of  tha  League 
is  coRipcised  of  stock  and  mutual  institutions  having  over  200 
branches  statewide.   Tha  combined  assets  of  Kaosal  thrift  Insti- 
tutions Is  In  axcass  of  S16  billion  dollars. 

The  Kansas  economy  is  depressed. 
Increase  in  unemploynjent .  faint  foreclc 
30  cofTRiercial  banks  in  the  past  tuo  years,  and  the  recent  deci 
sion  of  the  Kansas  Legislature  to  cut  State  spending  across  the 
board  by  3,9*.   For  thrift  Institutions  this  ecanomlc  decline  Is 
evidenced  by  a  56V  Increase  in  repossessed  assets  In  the  past 
nine  months  with  HEO  now  representing  1.1*  of  total  assets   With 
the  Kansas  economy  so  heavily  dependent  upon  agriculture,  oil  and 

gas,  and  the  aircraft  industry It  Is  obvious  that  wa  have 

economic  problems. 

Despite  such  problams  tha  thrift  Institutions  In  Kansas 
continue  to  Survive.   Kansas  thrifts  enjoyed  combined  earnings  of 
S160  million  for  the  first  nine  months  of  1986  when  compared  to 
the  same  period  in  1985.   However,  It  is  important  to  note  that 
only  S16  million  of  this  income  was  generated  In  the  third  quar- 
ter.  The  impact  of  the  declining  econorny  In  the  mlduest  Is 
slowly  spreading  to  our  member  institutions. 

Of  the  four  states  comprising  the  10th  Federal  Home  Loan 
Bank  District  (Kansas,  Nebraska,  Oklahoma,  Colorado),  only  Kanaas 
has  a  positive  return  on  average  assets  as  evidenced  by  the  an- 
closed  financial  data  prepared  by  the  Federal  Home  Loan  Beak  Of 
Topaka  (Appendix  A]    Kansas  thrift  institutions  continue  to 
maintain  a  strong  regulatory  net  worth  position  of  5.29%. 

Tha  acanomlc  conditions  in  Kansas  and  the  midwest  continue 
to  deteriorate  as  does  the  financial  strength  and  conditions  of 
our  member  thrift  institutions  The  combination  of  a  declining 
economy,  mistakes  made  in  coping  with  deregulation  and  the 
expanded  participation  in  the  secondary  market  has  resulted  in 
the  spread  of  questionable,  or  bad.  assets  to  Kansas  Indeed, 
these  participations  are  spread  throughout  the  country  The 
thrift  industry  has  an  asset  problem  which  will  take  money,  time, 

patieaca,  and  quality  managaniant  to  raaolv*. 
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This  is  the  purpose  of  ouc  presence  before  the  Subcontnlttee 
today.  He  need  recapitalization  of  the  FSLIC  fund  now,  we 
needed  It  yesterdaj'.   It  13  time  to  set  divisive  facers  aside 
and  get  on  with  the  essential  task  of  recreating  a  strong  fslic. 


Yet.  while  we  strongly  support  immediate  enactment  of  FSLIC 
recapitalization,  we  are  equally  strong  in  our  support  for  legis- 
latively mandated  forbearance  for  well-managed  Institutions.  The 
failure  to  enact  both  proposals  siirultaneously  would  be  a  mistake, 
counter-productive,  and  would  result  In  Congress  having  to  t«- 
address  recapitalization  again  in  the  near  future. 


'Resolved  that  KLSI  support  programs  allowing  forbearance  in 
economically  depressed  areas  as  well  as  a  realistic  and  af- 
fordable recapitalization  of  the  PSLIC  with  consideration 
given  to  implementation  of  the  plan  proposed  by  the  U.S. 

Me  applaud  chairman  St  Germain  and  Congressman  Wylle  for 
their  introduction  of  H.R.  27.  The  bill  represents  an  excellent 
point  of  departure  for  the  resolution  of  appropriately  funding 
the  FSLIC  In  the  future.  We  ace  supportive  of  the  U.S.  League's 
proposal  for  $5  billion  in  funding  with  the  issue  to  be  revisited 
by  congress  in  two  years  for  the  following  reasons: 

1.  A  grove  concern  regarding  the  ability  of  the  FSLIC  to 

adequately  manage  an  amount  in  excess  of  £5  billion, 

2.  Concerns  about  the  future  debt  obligations  to  our  member 
institutions. 

We  are  pleased  that  there  are  reports  that  a  reasonable  com- 
promise and  a  workable  funding  mechanism  may  be  achieved. 

The  major  reason  for  our  presence  before  the  Subconcnlttee 

today  is  to  discuss  forbearance and  the  essential  need  for 

Congress  to  mandate  such  a  program  to  the  Federal  Home  Loan  Bank 
Board.  Our  support  for  mandated  forbearance  is  based  on: 

1.  A  concern  that  the  FHLBB  will  not  realistically  and 

reasonably  address  a  forbearance  program  absent  direc- 
tion from  Congress, 

2.  A  recognition  that  moat  of  our 

depressed  economic  conditions 
Hill  Improve  in  time, 

3.  A  concern  that  the  scarce  resources  of  the  FSLIC  will 
be  dissipated  unless  coordinated  with  a  viable  for- 
bearance plan,  and 

4.  A  belief  that  forbearance  will  allow  FHLBB  officials 
to  acquire  control  of  supervisory  and  examination  per- 
sonnel In  the  field. 
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while  tbe  Issue  of  foibeaiaiice  has  been  discussed  Hlthin 
industry  circles,  cbroaicled  in  the  media,  and  placad  before 
Congcass  during  the  pest  six  weeks  —  the  FBderai  Kama  Loan  Bank 
Board  has  damonstrated  no  initiative  to  implement  such  a  progcam. 
It  appears  that  the  Bank  Board  perceives  the  solution  to  the  pro- 
blems of  the  industry  as  being  'more  FSLIC  money".   We  do  not 
feel  that  the  industry  or  Congress  can  afford  a  "money  only" 

A  pracadant  for  the  provision  of  forbearance  was  established 
last  year  far  'well -managed'  connecclal  banks  by  the  Office  of 
the  Comptroller  of  the  Currency  (See  Federal  Register,  April  23, 
1986,  p.  15305).  A  mandate  from  Congress  to  the  tULBB  to  issue 
guidelines  to  the  regional  Federal  Home  Banks  Principal  Super- 
visory Agents  to  implement  a  forbaaronce  program  appears  work- 
able.  While  this  is  a  subjective  approach  it  la  not  beyond  the 
scope  of  reasonable  guldelinaa  which  the  Banlc  Board  or  PSAs  can 
develop.   However,  it  Is  essential  that  the  legislation  preclude 
the  requirement  Olf  a  'consent  agreement"  prior  to  granting  of 
forbacrance. 

Secondly,  while  economic  conditions  are  depressed  in  Kansas 

and  other  parts  oE  the  country  we  feel  that in  time the 

agricultural  economy  and  the  oil  and  gaa  industry  will  rebound. 
Indeed,  with  the  U.S.  dependence  on  OPEC  oil  again  approaching 
50*  it  is  not  inconceivable  that  we  will  once  again  see  auto- 
mobiles 'lined  up'  to  secure  gas  along  with  an  increase  in 
petroleum  prices  and  a  resurgence  in  domestic  production.   Also, 
as  laa6   values  moderate  and  greater  expertise  is  developed  to  tap 
global  markets,  we  anticipate  a  future  recovery  In  agriculture. 

It  is  Imperative  that  the  Subconanittee  recognize  that  most 
at   the  'bad  loans'  uere  'good  loans"  at  the  time  of  origination; 
based  on  viable  appraisals,  appropriate  supporting  credit,  and 
good  management  review.   We  are  confidant  that  the  restoration  of 
the  economy  In  the  midwest  and  Sun  Belt  states  will  result  in  a 
substantial  number  of  these  present  day  'had  loans"  once  again 
becomln9  'good  loans.'   This  can  be  accomplished  only  through 
forbearance  and  the  use  of  gaap  to  account  for  problem  assets . 

Third.  Absent  a  forbearance  program  we  fear  that  the  scarce 
resources  of  tbe  PSLIC,  including  the  proposed  amount  of  recapi- 
talization, uill  be  dissipated.  The  recent  history  of  PSLIC  has 
not  demonstrated  thalr  ability  to  ba  good  stewards  of  funds 
available.   Indeed,  it  Is  my  understanding  that  Congressman  Dlngell's 
cormlttee  Is  presently  looking  into  the  stewardship  of  FSLIC  funds. 

An  appropriate  forbearance  program  will  reduce  the  perceived 
need  of  the  FSLIC  staff  to  address  asset  problems  merely  on  a 
-dollar  basis.'   It  is  not  necessary  to  recite  the  dollar  magni- 
tude of  asset  problems.   The  worst  case  scenario  of  tbe  General 
Accounting  Office  will  suffice.   A  forbearance  program  that 


Finally,  ue  believe  that  an  appropriate  forbearance  program 
will  allow  the  regional  Bank  Presidents  (PSAs)  to  implement  pro- 
grams to  twtter  direct  the  field  examiners  and  supervisory 
agent),  with  few  exceptions,  we  tielleve  that  the  field  examina- 
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Kansas 
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Table  H  pcssants  a  bcaakdown  of  forecloaed  real  estate  over  the 
last  nine  quactar*.  These  rate*  rspcaaant  an  annualized  rate  of 
quarterly  foreclosure  activity.  Each  quarterly  dollar  activity 
total  is  nultiplied  by  tour  and  divided  by  the  total  aortgaga 
portfolio  at  tha  baginning  of  tha  quarter.  After  a  foreclosure 
takes  place,  the  property  appears  in  the  category  of  repossessed 
assets,  a  history  of  which  appears  in  Table  J. 
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Scheduled  iteas  as  a  percent  of  total  assets  are  shown  for  the 
District  and  states  over  Che  last  five  quarters  in  Table  K. 
Aggregate  data  on  this  item  were  not  available  before  June  30, 
1985,  and  U.S.  data  for  Deceeber  31,  1985  are  listed  in  the 
aggregate  reports  aa  'not  available.'   Scheduled  itans  include  * 
repossessed  assets,  slow  loaits,  noneonfornlng  loans  and  contract 
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ft  well-managed  Kansas  Institution  with  consistent  profit, 
GAAP  net  worth  in  excess  of  5%,  established  loan  loss  reserves 
in  excess  of  requirements,  and  scheduled  Items  well  below  the 
national  average  was  recently  (February  20)    advised: 

1.  Write  down  a  condominium  project  upon  which  the  associa- 
tion had  already  established  a   loss   reserve  using  GAAP 
account  ing . 

2.  Directed   to  secure  an  R-41c  appraisal at  a  cost  of 

Se  to  SB  thousand  dollars on  a  project   that  was   85% 

leased  and  had  a  positive  cash  Clow.     This  B-4lc  request 
was  made  after  the  recent  District  Court  case   and   one 
week   after   the  PSA  had   supposedly  halted   the  "near  auto- 
matic'  directives   for  R-41c  appraisals. 

3.  Raised   the  possibility  of  a  conflict-of-interest  per- 
taining to  en  affiliate  company  when  this   issue  had   been 
addressed   and   approved   by  both  the  Regional   FHLBank  and 
the  FHLBB  at  the  time  of  acquisition  three  years   ago. 

The  same   association  had   earlier   been  directed   by  the  super- 
visory  agent   to  write  off  as   a   loss   a   5*95,000   project.      Two 
weeks   later  the   institution   received   S24S,000   In  cash,   a  summary 
Judgment,   and   title  to  the  land. 
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ftPPEHDIX  D-1 

CASa  EStAMPLB   *2 

Three  Kansas   associations   entered   into   a  participation  on   a 
land  development  project  in  Texas   (Dallas   area)   In   1984.      Each 
association  has   a   SI. 6  million  participation  exposure  in  the  pro- 
j«ct  originally   funded  at  $28.3  million  by   some  12   lenders.      The 
original  appraisal  was  $42  million. 

The  following  is  the  chronology  of  events: 

March,  1986:  Kansas  Lender  A  examined  by  PHLfiank  of  Topeka 

with  concern  expressed  regarding  the  project 
since  It  was  In  Texas. 

Summer,   1986  New  York  Lender  A,    a  participant,   ordered  R-41c 

^  appraisal  by  an  MAI  to  ascertain  present  value. 

Appraisal  completed  by  September  6  with  other 
participants   sharing  in  the  cost.      The  MAI   ap- 
praisal established  value  at  $27. 3M.      Kansas 
participants  prepare  to  establish  loan  loss 
reserve  for  pro-rata  share  of  the  SI  million. 


September , 


1986: 


A  advised   by  FHLBank  of  Topeka 
Td  seek  MAI  appraisal   on  the 
Lender  A  advised   the  Bank  of  the 


property.   ___._.. 

just  completed  appraisal  and  sent 

Topeka  Bank. 

September,    1986:      Texas   Lender  A  advised  by  Dallas  Bank  of  the 

need  for  appraisal.  Recently  completed  apprai- 
sal was  sent  to  Dallas  bank.  No  indication  of 
further   action. 

December,   1986:        Kansas  Lender  A  was   advised   by   the  Topeka 

FHLBank  that  the  Bank  had  ordered  a  new  apprai- 
sal  on  the  project. 


February,    1967: 


Kansas  Lender  A,   B   and  C  were  advised   by  the 
FHLBank  of  Topeka  that  the  MAI  appraisal   had 
been  completed  and  a  value  on  the  project  es- 
tablished  at   SIS. 5  M.      Each  association  was 
directed  to  establish  pro-rata  loan  reserves  as 
of  March  1  and  to  share  In  the  cost  of  the 
appraisal. 

How  can  two  MAI   appraisals  completed  by 
reputable  firms,   using  B-41C,    vary  by  nearly 
$10  million  dollars  in  a  three  month  period  and 
resulting  in  an  lirenedlate  half-million  dollar 
"hit"  to  the  net  worth  of  three  Kansas  as- 
sociations occur? 


Classic  CYA.     Chinese  proverb  dictates   that 
when  you   suspect  three   bad   guys   in   a  crowd  of 
loo  the  best  way  to  ascertain  that  you  have 
eliminated  the  three  bad  buys  is  to  shoot  all 
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D«caab«l  1,  19S6 
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tha   aneloiad  ilta  plan  and  lagal 
laignaant  la  Inltlatad  tn  conjunction  with 

-  1  S*LA 


nitituta  your 
■  Cantar  land 
Idantlflad  by 


pucposa  of  thla  appcalaal  1*  to  atttaata  narkat  valua  i 
of  your  appiralaal  data,  which  ihall  ba  tha  data  of  youc  lait 
Impaction  of  tha  aubjact  propacty.  natkat  valua,  tot  our 
puipota,  la  daflnid  In  rHLBB  nanorandun  R  41c  (attaehad). 
Although  tha  appialaal  taport  itutt  aaat  tha  caqulcaBant*  of 
R  Jlc  In  all  raipactt,  wa  inylta  your  apaclal  attantlon  to 
tha  Barkat/aconoBtc  faatlbiUty  and  dlaeounttng  aapacta  "ot 
thla  maaocandum^ 
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W*  taqulra  thlitaan  (13)  copl*t  of  the  coaplaC*  narrative 
appcalial  report  which  neets  all  o£  the  taqulranenti  of 
II  41.C  toqather  with  any  profeielonsl  appialeal  itandarde  not 
coveiad  thataln.  He  underatand  that  your  fee  for  this 
appraiaal  will  be  SB, 920  and  that  you  pcopoae  to  nail  the" 
report  in  approximately  30  days.  Pleas*  adviae  this  office  *. 
pronptly  if  you  encounter  any  appreciable  deviation  tram 
that  achedule,  or  If  you  have  any  quaetions  about  the 
aaiignaent. 

The  report  and  the  itatenent  for  your  (crvlees  ahould  be 
addraited  to  the  TBLB  of  Topaka  a*  ihown  on  thla  letterhead, 
and  nailed  to  thi*  office  tor  distribution. 
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Hr.  Had*  T.    Novlln 
Chalnun  o(    th*   Board  and  Chlaf    E 
HOHlin  Savinga   t   HohIIii  Hsrtgaga 
9001  Airport  Fraavay 


>   OCflca   Building. 


■  aavinga  and  loan  aa 
ivaluahla.  Any  luggai 
nandatoey  nature   Hill, 


appaacsd   rggard 


BaEaty   a 
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.   tact   th 


Buparvisocy   pacaor 
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In  accordanc* 
copies  of   your  p 
Office  Building,   Has 
your  scheduled   appea 
be   included   in  th     ' 
requested,   the  st 
subcomalttc 
large  number  of 
statement   be  pre 

questioning . 


owolttee    rules,    plassa    dellvac    175 
tatenent   to  Room  B303   Rayburn  House 
ngton,   DC     20S1S,    24   hours   In  advance  of 
!four  statement   In   Its  entirety  nil 
J    record  and.    If    delivered  whan 
int  Hill   be  made  available   Co  all 
n  advance  of   the  hearing.      Due   to   the 

we   request   that   /our  oral   suniDsry 
y  five  minutes   in  length  but   not   to 
permit   all  members  sufficient   tlae   for 


FJSt&ib£ 


I'J.   St  Gecinain 
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Fabruacy   24,    1987 


Mr.    Arthur  9.   B«rn»r 

Dnlcad   Savings  Ahoc 
S7ie  mithaiiHr 
Sou«ton,   IX     7705T 


In   addition   to  your  coii<o»nc»  on   cn«  provisions   of    H.B.    27, 
«•  would  also  ask   for  your  viaws  on   tha   ptrovisions  of   H.R. 
1063,    intcoducad    by  Congcesanan  Batrtlatt  and  co-iponaorad    By 
thraa  otiiar  meiibara  of    tha   Coamictea.      four  axparlanca   as    cha 
Oanaral  Counsal   at    Ch«   largast  savings  and   loan  association    in 
Tanas  otll   bs   invaluabla.      Any  suggsstiona   that   you  nay  care   to 
subait  of   an  anandatocy  natuca  uill,    of   coursa,    fie   appraciatsd 
as  >•  endeavor   to   provide  aaaiatanca    Co  PSLIC  and,    hance, 
aaalat    in  aaintaining   stability  of   tha   thrift    Industry  while 
pcaserving   public    confidence    In    the   safety  and   soundneaa   of    our 

lau  are  siao.    I    Dallava,    awara   of    crta   fact   that    Btatainanta 

individual  home    loan   fianKs   and    thair    respective   supervisory 

of   aaaociationa   ulthin   each   fianK's    jurisdiction.      More 
particulacly,    frequent   charges   of    "arbitrary   and   capricious- 
actions   by  sxaoiinars   and   supervisory  pecsonnsl    have    bean  made 

savings   and   loan   association  aneoutive,    wa  would   appreciate 
having    the   benefit  of    your  anperlence   and   your   coraitenes   on   how 
CO  preserve   regulatory   independence   while   aC   the   same    Cine 
insuring    basic  alamenCal  due   process   for   chose    impacted    by 
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ng   record   and,    it   delivered  when 
:   will    b«  Dsde   available    to   all 
advance   of    the   hearing.      Due    to   the 
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n   length   t 
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lifEiclt 


Digitized  by  Google 


U.S.  HOUSE  OF  REPRESENTATIVES 


SUPEKVISION.  WGULAnOH  M 
COMMITTEt  ON  UNKING.  MUMCt  i 


rabruary  14,  198T 


1ST70  Mil 
Suita  900 
Dallaa,  TX  7524 

Daar  Mr.  Darby i 


d   Loan    Inauranca  Corporation  Racapitallzatioi 

ralacad  laauaa.     Th*  Subcoosilcca*  would 
p«artnc«   on  March   4,    19BT,    tc    10:30   a.n.    In 


attornay  for  i 


actions    by  a 
CFioroughly  tamil 


and   auparvliory  paraor 
ada .      Prom  your  parapat 


D,j,i,i.aL,  Google 


In  accordanc*  Hith  cononlttae   irulaa,    plaaa*  dallvar   17S 
copiaa  at   your  preparad   statanant  to  Room  B303   Rayburn  Houaa 
Offlca    Building,    HaahingCon,    DC      20515,    24    hours    In  sdvanca   of 
/our  achadulad  appaaranca .      lour  statamant    In    ita  antlraty  will 
b«    included    In   Cha  hearing   racord  and.    if   dalivared  iihan 
raquaatad,    Cha  statanant  nill    ba  mada  availabla   to  all 
subcomffllctaa  mambara    in  advanca  of    tha  haaclng,      Du«   to  tha 
larga   nunbar  of   ultneaaaa.    va  raquaat   that  your  oral   suamary 
statamant   ba  prafarably  flua  Mlnutas    In   langth  but  not  to 
axcaad   tan  alnutaa    to  parait  all  nambacs   sufflclanC  tima  tor 
quaat toning. 
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In  Bccordanc*  wich  conmittoa  rules,  plvss*  delluar  175 
coplas  of  your  prapsrad  statenant  Co  Room  B303  Raybucn  Bouae 
attic*   BuiKIlng,  Waahlngton,  DC   20515,  24  hours  In  advance  oE 
your  scheduled  appearanc* .   Your  atatement  In  its  entirety  will 
be  Included  in  the  hearing  record  and.  If  delivered  when 
requested,  the  statanent  will  be  made  available  to  all 
subcommittee  members  in  advance  of  the  hearing.   Due  to  the 
large  nuaber  of  witnesses,  we  request  that  your  oral  auDsaacy 
■tatemenC  be  preferably  flva  mtnutas  in  length  but  not  to 
exceed  tan  nlnutes  to  permit  all  members  sufficient  tlae  for 
questioning. 


/Ft  rnand  T.   St  cenaain 
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In  accocdanc«  with  coiniiiitt««   rulas,   plaas«  d*llT*r   175 
copiei  of   your  praparail  atatamant  to  Room  B303   Rayburn  Houaa 
OCflca  Building,   Washington,   DC     20S1S,    24   hours   in  advanca  of 
your   schadulad  appaaranca.     Your  statananE   In   Its  entirety  iiill 
ba   includad   In   tha  haacing   racord  and.    It   dalivarad  whan 
caquaatad ,    tha   statanant  will   ba  nada   available   to  all 
subcomlttaa  nanbara   In  advanca  of   tha  hearing.      Dua   to   the 
large  number  of  wltnaasas,   wa   request   that   your  oral   siaoMry 
statement   bs  prateraOly  five  minutsa   In   length   but  not   to 
sxcaad   ten  minutes   to  permit  all  members   stjfClclant   tin*  .for 
guastioning. 
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In  accordanc*  wlEh  coostttaa  rulaa,. ploasa  dslivar  ITS 
copiaa  of  your  preparad  atstsnant  to  Roots  B303  Rayburn  Houaa 
Offica  Sullding,  Haahlngton,  DC   Z0515,  24  houra  in  advanca  ol 
your  achaduled  appaarsnca.  Your  aCaCanant  in  ita  antlraty  wi] 
ba  included  In  chs  hssrlng  record  snd,  it   delivarad  whan 
raquaatad,  tha  atatanant  will  ba  msda  avallabla  to  all 
Bubcomalttaa  neinbars  In  sdvanca  of  ttia  hearing.   Dua  "'  ""- 
larga  nimbar  of  wltnesaas.  Ma  rsguaat  that  your  oral 
■tataaant  ba  praEaribly  fiva  ninutaa  in  length  but  nc 
axcead  Can  minutes  to  pamlt  all  nambari  aufElclant  t 
quaatlontng. 
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In  sccordanca  otth  commit tea  rules,  plaas*  deliv 
coplaa  oC  your  praparad  atatamant  to  Room  8303  Raybui 
Office  Building,  Waahlngton,  DC   20515.  24  hours  in  » 
youc  achadulad  appaaranca.   Your  statamant  In  iCa  antlraty  will 
ba  Inoludad  In  tha  haaring  racord  and, 
raquaatadi  tha  statamant  will  ba  mada  aval 
subcomiiCtsa  asnbara  in  advanca  of  Eh*  haa 
l«rga  nunbar  of  wttnasaaa,  wa  raquaa 
ataCamanE  ba  preferably  f Iva  minutes 


questioning. 
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In  accordanc*  with  canmltCaa  rulaa,  plaasa  dalivar  175 
la  of  your  prepared  acatemant  to  Room  B303  Rayburn  Housa 
:•  Building,  Waahlngton,  DC   20515,  24  hours  In  advance  of 


icheduled  appaarance  .  lout:  atatenant 
be  Included  In  Che  hearing  record  and,  iC  i 
raqueatad,  Che  atatamant  will  be  made  aval. 
subcoimilttaa  nambara  In  advance  of  Che  hear: 
large  number  of  wltneaaea,  we  requaat  Chat 
sCatamant  ba  preferably  five  ntnuCaa  in  length  i 
exceed  tan  nlnuCea  Co  permiC  all  nanbars  aufflc: 
queationlng. 
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In  accordanc*  wich  comalttea  cul«ar  plaaaa  daltvar  175 
coplas  of  your  praparad  atataiaant  to  Room  B303  Ra/burn  Houaa 
Oftlca  Building,  Naahlngton,  DC  20515,  24  hours  in  advanca  ot 
your  Bchadulsd  appaaranca.   Your  atataaant  In  Ita  antlraty  will 
b«  Includad  In  the  haaelng  racocd  and,  if  dallvarad  whan 
rsquaatad,  tha  atatananC  will  be  aada  availabla  to  all 
subcoRDnittaa  oanbars  In  advanca  of  tha  haaring.   Dua  to  tha 
larga  number  of  witnassas,  we  requaaC  that  your  oi 
ataCenMnt  ba  preferably  five  minutes  in  length  bul 
a^icaad  ten  ninutaa  to  permit  all  members  aufflclei 
questioning. 
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r  than  the  Treasury  Bank 

Treaaury  Undersecretary  Gearga  Gould  has  tsatlfled  that  the 
15  billion  a  year  cecapltaliiatlon  plan  outlined  by  Che  U.  S. 
League  of  Savings  Institutions  Task  Froce  on  FSLIC  laeuea 
would  be  sufficient.   It.  of  course,  would  certainly  be 
proper  for  th«  Treasury  and  Bank  Boacd  to  come  back  to 
Congress  In  two  (2)  years  and  prove  the  case  for  additional 
funding. 


Due  to  the  severity  of  atonamic  recesBlan  in  Texas,  as  well  as, 
other  regional  areas  affected  by  declines  In  the  oil,  facraing, 
and  timber  industries,  we  frankly  need  sone  forebearanee  In 
order  foe  uell-nanaged  Institutions  to  survive.  A  forebearanee 
apptosch  uould  allov  savings  Instltutulons  "breathing  apace"  to 
recover  as  our  econooiles  recover,  thereby  alleviating  additional 
pressures  on  the  already  beleaguered  FSLIC.   Savings  and  Loan 
Associations  are  currently  required  to  contribute  ever  Increasir 
anounts  of  capital  In  the  form  of  FSLIC  "special  assesment" 

In  the  fom  of  net  vorth,  uhlch  they  simply  do  not  have  at  this 


iciflcally,  the  U.  S.  League's  two-part  progran  vould  allou  veil 
savings  and  loan  associations  In  economically  depressed  regions 


g  Principles  (GAAP)  uhlch  penult 
ruclutlng  of  troubled  debt.  This 
Ing  used  by  the  Controller  of  the 


Relief  fron  a  FHLB  policy  of  "double  jeopardy"  regarding  their 
ability  to  both  schedule  i tenia  and  classify  aasets  as  substandar 
doubtful,  or  loss  or  both  at  the  sane  time,  this  has  a  double 
negative  affect  on  our  net  worth. 
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I  uTg(  yout  etroog  and  laaadlat*  auppott. 
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Ebruaty  17,    1987 


tie  U.  3.  League  plan  with  that  of  the  Treasury  plan  for 
of  FSLIC.  1  cone  to  the  conclusion  that  the  U.  S.  Leagu 


e  healthy  portion  i 

if  the  saving 

a  instil 

:ucionfl  bu 

sines 

loking  to  th 

This   . 

lelf-help 

precedei 

:he  business 

lot  be  ask 

ank  Che. 

;k  ot,  ita  ca 

iplCfll  end  tu 

cure  esi 

™ings. 

.ry/Bank  Bos 

,rd  plan  inol 

udes  ts. 

;  tuo  nuch 

borr 

:   burden  o 

two-yeai 

that  in  Ehc 

in  bonding  pr 

ogram,   1 

:ogether  « 

1th  t 

^rto' 

,*T^S^/fla 

nk^Boarl 

i  plan  for 

resc 

9t  urge. 

'to"hrrsu 

:r  the  coning 

t'^^'yl 

!^«  w?^t 

!n™ 

spend  : 

er  apenl 

:  In  a  Blngl 

:iDn  and  dec 

ague  approach  allon 

ra  the  fleiiblllty  ti 

>  raise  ■» 

re  fii 

senslbl. 

!  vay  to  ced 

luce  the  cash 

dewnd 

on  FELIC 

Is  to 

lanaged  last 

:ally  depr 

esaed 

ihed  by  a  car 

efully  managed  re 

D,j,i,i.aL,  Google 


The  Honorable  Sc.  Genaln 
February  17,  1987 
P«ge  Z 


supervisoi7  Eorebearaiice  prograa.  Glvrn  tine  Co  recover,  along  vtth 
the  econoBles  o£  their  cegloOB,  these  Institutions  nay  never  have  to 
be  added  to  the  caseload  requiring  FSLIC  cash  outlays. 


Tour  support  will  be  appreciated. 
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Savings  Associat-or 
March  ie,    19S7 


Th«  Honorabia  Farnand  J.    St.   Cam«ln 
U.S.    Houaa  of  Rapi>at*niaiivaa 
Chalraian,   Conmltiaa  on  RanklnB, 

Ftnanca  and  Urban  Affalra 
Waahtngton,    O.C.      20510 

Daar  Mr,   Chainnani 

Tha  FIrai  Tanaa  Savlnga  Aaaoclatlon  applaud*  iha  afforl*  of   your 
Commlltoa  la  Idanirfy  MluKon*  for  abating  tha  raoltfly  worMning 
condition  of  thrift   Inatliutlona,    and  wlihoa  to  laka  thi*  opportunity   lo 
malia   tha  following   obtarvaliona   and   luMaallon*   for   yOur   coniidarallon. 

Ai  you  knew,   iha  currant  %tL  crlili   in  tha  Southwaai,   a*  wall   ai  olhar 
gaographlc  araaa,    haa  baan  largaly   praclpilaiad  by   a  downturn    In  raal 
aaiata  value*  dua  to  (nacroacononilc  factor*  beyond  iha  control   of   tha  raal 
•olala  and  banking   induatrlaa  affacllng   lha  anargy   and  agricultural 
aactora,    aueh  ••  tha  draatic  daclina   In  iha  priea  of  oM   and  oihar 
cominodllio*.      Tha  baat  financial    managara  ara  among  ihoa*  now  faead 
with   unlgua   problam*   thai   will   only    r«*pond   lo   bold    Inlllativa*   that   bring 
togolhar  lha  talant*  «nd  raaourcai  available  in  boih  priwaie  industry  ana 
govammant. 

Th*  Padaral   Home  Loan  Bank  Board  haa  tafcen  a   atop   in  the  right 
direction   with   tha  announcamani  on   February  J6,    19ST  of   ir*  formal    policy 
on   forbearance   "toward   wall-run   aavlnga    ln*tilullani  anperlencing 
temporary   financial   difficuitie*  due  to  di>lr**Md  regional   eeonomio*." 
However,    it    i*   clear   that   forbearance   maaaure*   will    not    ba   adaquata   lo 
deal    with   tha   rnagniluda  of   aeecialltod   problem!   now   confronting    the   S(C 
Induetry,      The  Bank  Board'*  policy   will   not  oa  enough   lo  cure  the 
probleme   being   aaperieneed   by   even    "wall    run"    initilutlona,    and   almoit 
certainly  will    leave  behind  airuggling   Inetiluilone  mat  might  have  a  good 
chance   al    survival    and   future   economic   growth    if   there   were   tne   proper 
•limulu*. 
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R*pi^Mnlal)vi  Slave  Barllall's  bill,    the  "Thrift   Forbearance  and 
Suparuliory    Reforme   Acl,"    coni«ine   loma   useful    initiative*,     including   tf^e 
r«quiremenl    that    the   federal    government   embark   on    a    eomprehenelve   study 
(to  be  loHowed  by    (oecitic  propocsii)   of  the  faaBibtlit/  of  an   ataet 
•<:gut*lt<on  corporaifon.      Such   a  corporation,    for  example,   could  be 

both,    and  could  lerve  aa  a   "warehouse"   facility   for  nonperformlng 
aequlelllon,    davelopmeni    and   construction    loans   and   nan^aarning    real 
aatalc   owned   to   relieve   S6L1   from   carrying   nor  perform  [rig    aaaats.        In 
exehanga,    the   SbL*   would   receive   some   form   of    debt    Instrument    issued   by 
the  corpora I  Ion. 

We  believe  thai  the  concept  of  "warehousing"  nonperforming  real  estate 
loans  and  R60  deserves  careful  analysis.  "Warehousing"  may  provide 
SU.S   burdened   with   such   nonperforming   assets    the    time   necessary    to    allow 

the    Interim.       The   best   estimates   are   thai    the   downturn    in    real    estate   Is 

well-managed   SW-S   need    llira   10   restructure   their   portfolios    end    to   hold 


I    well-run   SC^s    i 
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hurriedly  Intu**  fuitf*  I'^to  tnc  **e^-«i  Sa>'-^s  v-S  . 
Carporallon  to  put  :-•  Ir-Oi.M'y  3^  a  to.,"—  tfl  '•ow*' 
•tucty  and  avaniuai'y    •"o'v^aria:  on  g*  an  a**«t  aeo-' 


Induatry  le  MranfltMnad  aro'iaaiMy. 

W*  urga  your  Conmittaa  to  I'dofa  f^a  nr^capt  o*  Waa-i 
■tudy  of  tha  faaalBHliy  o*  aalab'-a-inf  a'l  aia*t  accb  ai 
aa  dltcuaaad  abova,  ard  ■«  >ojid  »•  gi— aa  ^s  vorii  ■ 
Important   matiar. 
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Chairman  and  Chlaf  E-ae^tiva  O^f 
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